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LEGISLATIVE AND REGULATORY 
OPTIONS FOR MINIMIZING AND 
MITIGATING MORTGAGE FORECLOSURES 


Thursday, September 20, 2007 

U.S. House of Representatives, 

Committee on Financial Services, 

Washington, D.C. 

The committee met, pursuant to notice, at 10:02 a.m., in room 
2128, Rayburn House Office Building, Hon. Barney Frank [chair- 
man of the committee] presiding. 

Present: Representatives Frank, Kanjorski, Maloney, Gutierrez, 
Velazquez, Watt, Sherman, Meeks, Moore of Kansas, Capuano, 
Clay, McCarthy, Baca, Lynch, Miller of North Carolina, Scott, 
Green, Cleaver, Bean, Davis of Tennessee, Sires, Hodes, Ellison, 
Klein, Wilson, Perlmutter, Murphy, Boren; Bachus, Baker, Pryce, 
Castle, Royce, Lucas, Paul, Manzullo, Biggert, Shays, Miller of 
California, Capita, Feeney, Hensarling, Garrett, Barrett, Pearce, 
Neugebauer, Price, McHenry, Campbell, Roskam, and Marchant. 

The Chairman. The hearing will now come to order. 

I want to express my appreciation to these three very busy offi- 
cials. Members will remember that the President announced the 
plan just before Labor Day. We understand that things are still 
evolving, but it is important to us in light of the great public inter- 
est that we begin this conversation today. 

I also want to note that I understand Secretary Paulson, who has 
been traveling — due to all of his airplane travel, he is suffering 
from back pain. I do want to note that the Secretary has a pain 
in his lower back and he brought it here. He would not have ac- 
quired a pain in his lower back here, at least not a physical one. 
The pain may cause him to stand up at some point, or otherwise 
behave in a way that he might not ordinarily behave. 

Mr. Secretary, we appreciate you informing us about that. We 
will now begin the statements. Let me start the clock. 

I mentioned Mr. Greenspan. I want to say that I note in Mr. 
Greenspan’s discussion of things, he said that with regard to both 
the stock market effervescence and the mortgage one that he was 
constrained from acting because he did not want to diminish the 
whole economy, that he did not want to restrain economic activity 
in general. 

I agree with him in both cases. I think it would have been a mis- 
take to have deflated the economy in general both because stock 
prices were going up or because there was excessive activity of a 
not fully responsible kind in the mortgage market. 

( 1 ) 
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My difference with Mr. Greenspan is that he implicitly assumed 
there that the choice was between deflating the economy, raising 
interest rates and slowing activity down, and doing nothing. And 
this notion that there are only macro economic responses to poten- 
tial abuses, I think, is problematic. 

In fact, there are micro responses, specifically thoughtful regula- 
tion, and to a great extent what we are talking about here is how 
to take that principle of regulation and apply it. 

I think it is very clear that if only entities regulated by the bank 
regulators and the Credit Union Administration had made loans, 
had originated loans, we would not be in a crisis situation. Most 
mortgage brokers are reasonable and responsible, but to the extent 
that there were irresponsible people making loans in that sector, 
they were not subject to appropriate regulation. I think that this 
shows that regulation done well can be helpful. 

The argument that regulation would necessarily mean that you 
would be choking off loans, I am not aware of people coming and 
saying, “My credit union wouldn’t give me a loan, and they should 
have given it to me.” Or “my thrift.” So I do think that we learn 
that sensible regulation can work well. 

Going forward, I think our job is to take the regulatory principles 
that have been applied by the Office of the Comptroller of the Cur- 
rency, the Federal Deposit Insurance Corporation, the Office of 
Thrift Supervision, the NCUA, and the State Bank Supervisors and 
put them into a body of law that will cover all mortgage origina- 
tors. 

I also believe that we should do something about the secondary 
market, not the same degree, but here is another argument for reg- 
ulation. One of our major problems today is the lack of investor 
confidence. I think there is a general agreement that investors hav- 
ing once been too reckless are now to some extent too cautious; this 
is not going to go away instantly. 

Appropriate regulation, sensible market-oriented regulation can 
help there because that can restore investor confidence. The ability 
that we have to talk people into being more confident, I think, is 
limited. So sensible regulation — and I think the secondary market 
is a very useful addition, but an unregulated secondary market is 
not a necessity. And, in fact, in an appropriately secondary market 
can give investors who would be buying that stuff some confidence 
that they were buying things that had been appropriately vetted. 
I think we can do that. 

That is going forward. If we talk about the current situation, it 
does seem that there is a logical pattern in the current situation 
to try to help people who have pre-payment penalties that prevent 
them from refinancing and getting out of excessively — loans where 
the rate is going to go up. That is what we should do. 

I am grateful that the regulators, jointly with the State regu- 
lators — there has been a lot of effort to persuade the holders of 
mortgages that they would be better off helping people get out from 
under prepayment penalties so they can refinance where that 
would make sense for them rather than become the owners of a lot 
of vacant property in America’s cities. 

To do that, I think we need the full participation of the FHA and 
of the TSEs. I want to say at this point I thought that what 
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OFHEO did with regard to Fannie Mae and Freddie Mac was the 
recognition of the problem but not a sufficient response to it. 

I would like to go further. It is clear to me, too, that we should 
at this point be raising the cap at both the FHA and the GSEs. 
That has to be done statutorily. The House has now passed GSE 
bills, a GSE bill and an EHA bill, with a great deal of consensus 
and some disagreement. 

I believe there is a good deal of agreement between us and the 
Administration on much of this. There are differences that are ne- 
gotiable. At this point, the single most important thing is for the 
United States Senate to take up and act on FHA and GSE legisla- 
tion so we can get into what would be a genuine three-way con- 
ference because we are looking for a bill to be signed, not for an 
issue. 

I do want to just say now, and I’ve spoken to Ranking Member 
Bachus, that if the Senate were to send us a cherry-picked bill 
dealing only with the caps, or only with the jumbo mortgages, we 
would not want to go along with that. I do want to deal with both 
of those, but only in the context of the overall legislation, and I 
hope the Senate will be working with us on that. 

The ranking member is now recognized for 5 minutes. 

Mr. Bachus. Thank you, Mr. Chairman, for convening this hear- 
ing on both legislative and regulatory proposals to address the re- 
cent spike in subprime mortgage foreclosures. We are fortunate to 
have with us a distinguished panel, and I extend a warm welcome 
to Secretary Paulson and Secretary Jackson and Chairman 
Bernanke. 

We are here today largely because of a problem in a specific and 
relatively narrow segment of the U.S. mortgage market which 
quickly spread to other areas of the financial markets. These are 
serious issues now affecting our entire economy and they deserve 
our careful oversight. 

As we proceed with this hearing, I believe we should be keenly 
aware that the regulators and markets are already addressing 
mortgage foreclosures. Market participants and regulators are 
working to assist homeowners to mitigate the distress resulting 
from the resetting of adjustable rate mortgages. Lenders and GSEs 
are offering replacement loans with lengthened terms and other op- 
tions to lower payments and keep families in their homes. 

We should take note and legislate where appropriate but avoid 
getting in the way of regulators and market forces which are per- 
forming their functions with the tools already available to them. 

This injunction to act cautiously should not be misunderstood to 
mean legislative action is inappropriate in all instances. There is 
general agreement that abuses have occurred in the subprime mar- 
ket. In July, several colleagues and I introduced H.R. 3012 to ad- 
dress these abusive practices. There is widespread agreement that 
these are practices that should not be tolerated. A better regulation 
of mortgage brokers and other originators is clearly required, but 
we do not need a bail-out or other legislative action that over- 
reaches and impedes the market self-correction we are witnessing. 

In responding to the market turmoil we must not lose sight of 
the essential fact that the subprime lending market has been very 
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successful in providing housing, especially for low-income Ameri- 
cans. 

I recently heard it described as having brought “the miracle of 
global liquidity to low-income neighborhoods all over America.” The 
secondary market and securitization have greatly benefitted 
middle- and low-income Americans. 

Preserving this dream of liquidity and homeownership should be 
a high priority of this committee as we work together on this issue. 
We should remember that while there have been defaults and fore- 
closures, there have been many more families who have seen their 
dream of owning a home successfully realized. In fact, a new study 
just published shows that if California, Florida, Nevada, and Ari- 
zona are excluded, there has actually been a nationwide drop in the 
rate of foreclosure filings in the most recent period. 

Last month we saw what happens when investors make decisions 
based on heightened emotions and minimal facts. Similarly, as we 
have learned in the 5 years since Sarbanes-Oxley was enacted, 
rushing to do the right thing in an unsettled market environment 
can yield unwanted consequences. 

We look forward to your testimony and expert analysis. I thank 
you for your attendance here today. 

The Chairman. The gentlewoman from New York, the chair- 
woman of the Subcommittee on Financial Institutions, is now rec- 
ognized for 3 minutes. 

Mrs. Maloney. Thank you, Mr. Chairman. I welcome all the wit- 
nesses, particularly Secretary Paulson, a former constituent. New 
Yorkers are very proud of you and. Chairman Bernanke, we thank 
you for your leadership and guidance not only on safety and sound- 
ness but also consumer protections. 

We are really at a critical juncture and this committee is working 
incredibly hard to prevent foreclosures and to help borrowers stay 
in their homes. The chairman, I believe it is his top priority, and 
this article appeared in The Boston Globe this week and I would 
like unanimous consent to place it in the record. 

The Chairman. Without objection. 

Mrs. Maloney. Just this week, Tuesday, the House passed legis- 
lation to modernize FHA to serve more subprime borrowers. We 
also worked to help servicers be more able to engage in work-outs 
with strapped borrowers. We have worked hard and pushed FASB 
to clarify its Standard 140 rule to allow for modification of a loan 
when default is reasonably foreseeable, not just after default. But 
there is much more we can do. If there was ever a time when there 
should be more liquidity put in the market by Fannie and Freddie, 
we should be doing it. We should raise the cap on these entities’ 
portfolio limits at least temporarily and direct all of those funds to 
help borrowers who are stuck in risky adjustable rate mortgages 
refinance into safer mortgages. We should eliminate the cruel law 
under Chapter 13 of the Bankruptcy Code which allows judges to 
modify mortgages on a borrower’s vacation home but not the home 
they actually live in; this would allow families to stay in their 
homes while new loan terms are worked out. 

We need reforms to contain this crisis for the future. Our regu- 
latory system is in serious need of renovation to catch up to the fi- 
nancial innovation that has surpassed our ability to protect con- 
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sumers and hold institutions accountable. Even though the Fed 
regulators have put out interagency guidance on subprime loans to 
improve standards, some three-quarters of the subprime market 
does not have a Federal regulator. We need to extend the guidance 
to create a uniform national standard to fight predatory lending 
and a single consumer protection standard for the entire mortgage 
market. 

I like very much the idea proposed by Professor Elizabeth War- 
ren to create a financial product safety commission, and I really 
support the simple one-page form as proposed by Andrew Pollock 
of the American Enterprise Institute, which could provide the basic 
facts about mortgage loans to borrowers. I would like to put his 
form in the record. 

The Chairman. Without objection, and the gentlewoman’s time 
has expired. 

Mrs. Maloney. I look forward to the testimony. 

The Chairman. The Chair now recognizes the gentlewoman from 
Illinois, Mrs. Biggert, for 2 minutes, pursuant to the Minority re- 
quest. 

Mrs. Biggert. Thank you, Mr. Chairman, for holding this hear- 
ing today. And thanks also to our distinguished witnesses on both 
panels. I would like to associate myself with the remarks of Rank- 
ing Member Bachus and add just two quick points. 

While the headlines succeed in pressuring everyone from the 
local to the Federal levels to do something to address the credit 
crunch and foreclosure crises, it is critical that the something that 
we do does not cut off credit, damage the housing market, or deny 
the dream of homeownership to millions of Americans. 

The good news is that at the Federal level, prudent action to 
both stem the rise in foreclosures and stabilize the housing sector 
and economy is being taken: The Fed cut interest rates; OFHEO 
raised Fannie and Freddie’s investment portfolio caps; Treasury is 
working with Members of Congress to change the tax code; the 
Fed, the OCC, the FDIC, the OTC, and the NCUA have issued 
guidance on subprime lending; and the House has passed FHA re- 
form and legislation to crack down on fraud and increase credit 
counseling. 

In addition, the Administration launched the FHA Secure Initia- 
tive to expand its assistance to help more qualified buyers refi- 
nance and avoid foreclosure. HUD, Neighborworks America, the Ad 
Council, and others are working to infuse funding and resources 
into the army of 2,300 HUD certified housing counseling agencies 
across the country. 

Today it is important for us to turn our attention to the larger 
issues of how problems with subprime mortgage lending have rip- 
pled through the credit markets. What many of us will want to 
know is your view on how this credit crunch will play out, how and 
when investor confidence will be restored, and how we can strike 
the right balance between allowing the market to sort itself out 
and disallowing a repeat of distortions in the future: Too much ac- 
tion and we worsen the problem; too little action and we will allow 
it to happen again. So, again, I thank you for your participation. 
I yield back the balance of my time. 
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The Chairman. And finally, the gentleman from Texas is recog- 
nized for 2 minutes. 

Dr. Paul. Thank you, Mr. Chairman. I ask unanimous consent 
for my complete statement to be put in the record. 

The Chairman. Without objection. 

Dr. Paul. Thank you, Mr. Chairman. 

A lot of concern now has been expressed about the collapsing of 
this housing bubble. It is a shame that we had not talked about 
this 10 or 15 years ago when many free market economists pre- 
dicted it would come and worried about it and wished we could 
have prevented it. 

But the irony of all this now is that everything that caused the 
financial bubble, the housing bubble, we are resorting to doing the 
same thing. You cannot solve the problem of inflation with more 
inflation. The debasement of the currency, which is a continual 
process, is the reason we get financial problems and financial bub- 
bles. Whether it was in the 1920’s or the NASDAQ bubble or the 
housing bubble, we have to deal with the cause. We are dealing 
and we talk so much about our solutions but nobody is talking 
about the cause. 

The cause literally is the excessive credit created by the Federal 
Reserve System and we cannot deny this. Then we add fuel to the 
fire by credit allocation. We come in with the CRA, the Community 
Reinvestment Act. We come in with insurance by FHA. We come 
in with the GSEs and the line of credit and the guaranteed and im- 
plied bail-outs. And then when the collapse comes, all we have — 
what do we do? We ask for more regulation, more credit, more 
debasement of the currency. That to me — we have heard expres- 
sions about going over the line and engaging in moral hazard. Well, 
the moral hazard has been going on for years. Here we are now at 
a point where we are destroying savers and the poor. We literally 
destroy people by lowering interest rates. People cannot save. And 
who suffers the most? The middle class and the poor whose cost of 
living goes up because we deliberately and purposely devalue the 
currency. That is all we resort to is the depreciation of currency 
which in itself should be an immoral act. 

So to me if we do not look to the cause of these problems we are 
going to have more — and patching it together will do nothing more 
than what we did in The Depression when we patched things to- 
gether. We just delay the recovery. 

The Chairman. The testimony will now begin, and we will first 
hear from the Secretary of the Treasury. 

STATEMENT OF THE HONORABLE H ENRY M. PAULSON, JR., 

SECRETARY OF THE TREASURY, UNITED STATES DEPART- 
MENT OF THE TREASURY 

Secretary Paulson. Thank you. Chairman Frank, Ranking Mem- 
ber Bachus, and committee members for the opportunity to present 
the Treasury Department’s perspective on recent events in the 
credit and mortgage markets. We have been experiencing capital 
markets’ turbulence that will take some time to work its way 
through the economy. It is significant that this is happening 
against the backdrop of strong U.S. and world economies. The U.S. 
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economic fundamentals are healthy. Unemployment is low. Wages 
are rising and core inflation is contained. 

Although the recent reappraisal of risk coupled with the weak- 
ness in the housing sector may well result in a penalty, the fun- 
damentals point to continued U.S. economic growth. Unlike similar 
periods in the past, current events were not precipitated by prob- 
lems in the real economy but by excesses in the credit markets. 

We should put the current situation in perspective. Innovation in 
housing finance has made credit more widely available, allowing 
millions of Americans to buy homes they can afford. Homeowner- 
ship in America has increased from 64 to 69 percent since 1994. 
Even in the current environment, the vast majority of new home- 
owners will not have difficulty keeping their homes. 

The President has announced an initiative to help those home- 
owners who are struggling. He called for the FHA Modernization 
Act, which Secretary Jackson will describe, and he called for tax 
relief to prevent homeowners from being hit with a tax bill due to 
debt forgiveness on their primary residence. I am pleased to see 
progress on the FHA bill and urge action on the tax bill as well. 

President Bush also tasked us to work with mortgage counselors, 
servicers, and lenders to help as many Americans as possible keep 
their homes. We have learned a great deal from our meetings so 
far. First, it is clear that while adjustable rate prime mortgages are 
the most at risk, some prime borrowers with solid credit histories 
are also struggling. 

Second, we learned that lenders are proactively contacting home- 
owners facing an interest rate reset that they likely cannot afford, 
but those calls often go unreturned because many homeowners mis- 
takenly think that their lender wants to repossess their home in 
foreclosure. In fact, the opposite is true. No one likes foreclosure: 
It is tough for families; it hurts neighborhoods; and it is also un- 
profitable for lenders in most situations. 

Finally, we learned that 50 percent of foreclosures occur without 
borrowers ever talking to their lender. When borrowers do not seek 
solutions until after they have missed payments, they will have far 
fewer financing options. And so the most crucial message we can 
send to the borrowers who are missing, or concerned that they will 
miss, their mortgage payments is to call their lender or a mortgage 
counselor today. And when all of you are in your districts, when 
you talk to the local media and your constituents, please, please 
send that message. The earlier borrowers reach out, the greater the 
possibility that they will be able to modify their mortgage into one 
that allows them to stay in their home. 

The GSEs play a significant role in the mortgage market. We 
should examine their authorities and ability to assist. However, the 
extent of possible GSE assistance is complicated by the unique 
structure and the need for regulatory reform. Currently, the con- 
forming market in which they operate is performing well. That 
should not be a surprise. Investors avoid the credit risk of the un- 
derlying mortgages when they buy agency-guaranteed mortgage- 
backed securities. Therefore, if the GSEs are to assist in the mar- 
kets that are not operating normally it would involve an expansion 
of their authorities. 
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The GSEs are an unusual construct. They answer to share- 
holders and have a congressionally mandated mission. As we con- 
sider any change in their role, we must always balance these im- 
peratives: The temporary needs of today’s market; the legitimate 
policy question of how much of the mortgage market should be di- 
rectly or in directly influenced by GSEs, which are misperceived as 
being backed by the Eederal Government; and issues of size, sys- 
temic risk, and longer term market distortions that will occur by 
inserting perceived government-backed intervention. 

Because of the size of the GSEs and these related issues, any leg- 
islative expansion of their role must also correct the inadequate 
GSE regulatory structure. The current GSE regulator has less au- 
thority than a Eederal bank regulator but the solution is not to reg- 
ulate the GSEs as if they are banks. The GSEs’ regulators should 
have more tools available than does a bank regulator to take into 
account the unique characteristics’ intentions of the GSEs. 

This committee and the House of Representatives passed a bill 
that goes a long way in addressing these regulatory issues. I con- 
gratulate you all for working this through. The case cannot be 
stronger for the Senate to also pass GSE reform legislation. Con- 
gressional debate about expanded GSE authority should take place 
within the context of comprehensive GSE reform. It would be irre- 
sponsible to expand GSEs’ business without addressing the funda- 
mental problems of their regulatory structure. 

The mortgages facing the greatest stress today are those with the 
weaker underwriting standards where borrowers have imperfect 
credit and little equity in their homes. Legislation will be required 
to allow the GSEs to purchase mortgages that are above 80 percent 
loan value and have no credit enhancement. This would require 
that the GSEs take on significant credit risk beyond their tradi- 
tional experience. Legislation that encourages them to take on 
more risk must also create an appropriate regulator to exercise 
necessary oversight. 

The GSEs can expand down the credit curve without legislation 
if they reevaluate their underwriting standards and develop new 
products. Again, this would mean taking on more risk. A GSE 
guarantee for these products would increase the liquidity available 
to refinance some subprime borrowers and we are encouraging the 
GSEs to do more in the subprime area. 

However, we recognize that the GSEs must fully evaluate the 
business risks associated with any new initiatives balancing their 
private and public missions. Some have suggested that the GSEs 
should be permitted to inject some liquidity into the jumbo mort- 
gage market. There is no doubt that raising the loan limits some- 
what to allow the GSEs to guarantee jumbo mortgages would be 
helpful to a segment of the market which has shown some recent 
improvement but is not yet functioning as normal. 

The GSEs’ limited entry into the sector would likely improve li- 
quidity and would clearly be attractive to the GSEs from a busi- 
ness perspective. Traditionally this has been a profitable part of 
the mortgage market with low default rates. Eor that reason, it 
seems logical that this market will right itself in the weeks and 
months ahead. Therefore, consideration of this issue should be lim- 
ited only to a temporary provision that is part of legislation 
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strengthening the regulatory structure. We agree with you, Mr. 
Chairman, on that. 

We should also recognize that lifting the loan limit for even a 
short period has the potential to detract from GSEs’ affordable 
housing mission and displaced private sector participation. 

Recently there have been calls on the Administration and the Of- 
fice of Housing Enterprise Oversight, OFHEO, the GSEs inde- 
pendent regulator, to lift the temporary caps on the GSEs’ retained 
portfolios. The business motivation for this request is clear and 
sound. Whether this request will have a positive impact on the 
mortgage market is much less clear. There is already ample liquid- 
ity in the prime conforming marketplace, the marketplace in which 
the GSEs concentrate their investment portfolio business. 

The securitization efforts of Fannie Mae and Freddie Mac have 
been a huge contributor to this liquidity. The more efficient use of 
their capital to ease current market strains is in the guarantee 
business where each dollar of capital goes further in adding liquid- 
ity. 

Yesterday, OFHEO announced steps to adjust Fannie Mae’s in- 
vestment portfolio cap and to provide more flexibility to both enter- 
prises in managing their investment portfolios. If the GSEs want 
to be helpful, I hope they will use this new flexibility to provide li- 
quidity to parts of the market experiencing the most strain. 

Again, I welcome congressional debate about an expanded role 
for the GSEs as part of a broader GSE regulatory reform discus- 
sion. Today’s solution should not create tomorrow’s problem. Treas- 
ury and the President’s Working Group are also examining broader 
market issues including mortgage origination, the role of credit rat- 
ing agencies and securitization, the decentralized mortgage process, 
and the need for simple, clear disclosure so borrowers can make in- 
formed financial decisions. Because these issues have global eco- 
nomic consequences, the Financial Stability Forum in addition to 
the PWG will examine some similar issues involving the policy im- 
plementation for financial institutions including supervisory over- 
sight principles for regulated financial entities with off-balance 
sheet contingent obligations. 

I urge caution, however, as we examine the implications of recent 
market events and consider corrections. Owning a home is a cher- 
ished part of the American dream, and we do not want to unrea- 
sonably deny that dream by restricting credit for people who can 
afford it. Thank you and I welcome your questions. 

[The prepared statement of Secretary Paulson can be found on 
page 184 of the appendix.] 

The Chairman. Thank you, Mr. Secretary. 

Next, a frequent visitor to this committee, and our collaborator 
in the housing part of this. Secretary Jackson. Mr. Secretary, 
please. 

STATEMENT OF THE HONORABLE ALPHONSO JACKSON, SEC- 
RETARY OF HOUSING AND URBAN DEVELOPMENT, UNITED 

STATES DEPARTMENT OF HOUSING AND URBAN DEVELOP- 
MENT 

Secretary JACKSON. Thank you very much. Chairman Frank, 
Ranking Member Bachus, and distinguished members of the com- 
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mittee. Thank you for inviting me to testify this morning. I want 
to recognize my colleagues, Secretary Paulson and Chairman 
Bernanke, for their valuable actions and partnership over the past 
few months. I am pleased to join you today. 

Mr. Chairman, as Fed Chairman Alan Greenspan once said, the 
subprime market is democratizing credit and this results in home- 
ownership for millions of Americans. Mr. Chairman, some bor- 
rowers were not ready for homeowner ship, resulting in foreclosure 
for tens of thousands of people. Our ongoing concern is that more 
Americans may face foreclosure within the new round of resets an- 
ticipated in 2008. So far I have been speaking about 20 percent of 
the subprime market and not all of these loans will result in fore- 
closure. It is important that we note this. 

The lesson here is not to throw out the subprime loans. Most 
people with subprime loans will be fine and their homeownership 
adds wealth to our economy and gives equity and financial stability 
to our communities. Our estimate is that 80 percent of the 
subprime loans made in 2005 and 2006 will not be problematic, but 
borrowers need to be informed as soon as possible, which is one of 
the reasons we are strongly urging that we use the Nation’s 2,300 
HUD-approved housing counseling agencies in this country. Infor- 
mation leads to wise borrowing, manageable loans, and more eco- 
nomic security. 

Market corrections may escalate in this catastrophe unless we 
act now, and so we must act now. Already the FHA has stepped 
forward within the full extent of its legislative and regulatory abili- 
ties. By the end of Fiscal Year 2007, we will have helped more than 

100.000 borrowers refinance with FHA loans. We have worked with 
other Federal and State authorities to prosecute predatory lenders. 
But in order to assist more Americans, the President has proposed 
a series of actions. Some of them did not require congressional ac- 
tion while others do. 

Earlier this month, the President announced a new FHA product 
called FHA Security. Under this proposal, borrowers who are other- 
wise creditworthy but have recently become delinquent on their 
mortgages as their teaser rates reset, may now receive FHA help. 
In the past, FHA did not allow borrowers who were delinquent. Eli- 
gible homeowners will be required to meet our strict underwriting 
guidelines and pay the corresponding mortgage insurance pre- 
mium. This offsets the risk for FHA and costs the taxpayers no 
money. I want to repeat this again. It costs the taxpayers no 
money. 

We estimate that with FHA Secure, we can help an additional 

80.000 delinquent yet otherwise creditworthy borrowers refinance 
and save their homes. This is in addition to the 160,000 delinquent 
borrowers we already expect to help by fiscal year 2008. This will 
bring the total number of new borrowers assisted by FHA existing 
financial efforts to 240,000 by the next fiscal year. 

I have already directed FHA to prepare a new regulation for 
risk-based pricing. This makes sense. Safer borrowers should pay 
less; riskier borrowers should pay a little bit more. I am hopeful 
that we will be able to implement the changes in January so that 
we can reach an additional 20,000 borrowers. So of the 2 million 
loans expected to reset by 2008, we estimate about 500,000 will ac- 
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tually foreclose. Through FHA, we estimate that we can help save 
about half of those homeowners. That is what may he done through 
administrative actions. But this country needs FHA modernization 
which President Bush has asked Congress to pass and I want to 
thank Chairman Frank for getting the hill passed in the House and 
we look forward to the Senate. 

I know you appreciate this sense of urgency. Again, I am pleased 
that you passed the hill. We need to raise the loan limits so we can 
help low- to moderate-income and first-time homehuyers in expen- 
sive housing markets. We need to give families more flexibility and 
downpayment options, something we cannot do today. 

The legislative change would help some 200,000 families, if not 
more, purchase or refinance into safe FHA-insured mortgages. It 
will allow the FHA to be more responsive to the housing market. 

Mr. Chairman, every day places thousands of homeowners at 
greater and greater risk. Worlang together, the President, our Con- 
gress, we can continue to make changes that will address the 
subprime crisis. Foreclosure is not good for anyone, the homeowner, 
the community, the local tax base, or the lender. Today we have 
a chance to make a powerful and positive change that will reflect 
statesmanship and good sense. Again, I thank the committee for 
the opportunity to appear today. Thank you, Mr. Chairman. 

[The prepared statement of Secretary Jackson can be found on 
page 136 of the appendix.] 

The Chairman. Thank you. We very much appreciate the Chair- 
man of the Federal Reserve coming before us and I will say as a 
mark of appreciation, I am prepared to rule out of order any ques- 
tions about Alan Greenspan’s book. 

[Laughter] 

The Chairman. Mr. Chairman, please proceed. 

STATEMENT OF THE HONORABLE BEN S. BERNANKE, CHAIR- 
MAN, BOARD OF GOVERNORS OF THE FEDERAL RESERVE 

SYSTEM 

Mr. Bernanke. Thank you, Mr. Chairman. Chairman Frank, 
Ranking Member Bachus, and members of the committee, I am 
very pleased to appear before you today to discuss developments in 
the subprime mortgage market and possible policy responses in- 
cluding those that have been taken or are under consideration by 
the Federal Reserve. 

Mr. Watt. Mr. Chairman, we are having a little trouble hearing 
you. 

Mr. Bernanke. How about now? 

The Chairman. The problem is that since we sit by seniority, the 
oldest members are furthest away from you, so that’s why you have 
to talk loud. 

Mr. Watt. Speak for yourself, Mr. Chairman. 

[Laughter] 

The Chairman. What did you say? 

[Laughter] 

Mr. Bernanke. Lending innovations and the ongoing growth of 
the secondary market have expanded mortgage credit and the ben- 
efits of homeownership to many households perceived to have high 
credit risk. However, in the past few years, a weakening of under- 
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writing standards together with broader economic factors such as 
the deceleration in house prices has contributed — 

The Chairman. Will you suspend for a second, Mr. Bernanke? 
There is a vote. I think we have enough time for you to complete 
your testimony, and we will then break to vote and come back. I 
apologize, but we have no other option. So if everybody will shut 
off their pagers, the Chairman can complete his testimony, and we 
will break, vote, and come back. 

Please go ahead. 

Mr. Bernanke. Thank you. During the past 2 years, serious de- 
linquencies among subprime ARMs have risen sharply, reaching 
nearly 15 percent in July. This deterioration contrasts sharply with 
loans in the prime mortgage sector of which less than 1 percent are 
seriously delinquent. Higher delinquencies have begun to show 
through to foreclosures. About 320,000 foreclosures were initiated 
in each of the first two quarters of this year, just more than half 
of them on subprime mortgages, up from an average of about 
220,000 during the past 6 years. 

As many borrowers are recent, and vintage subprime ARMs still 
face their first interest rate resets, delinquencies and foreclosures 
are likely to rise further. In response to these developments, the 
market for subprime mortgages has adjusted sharply and origina- 
tors now are employing tighter underwriting standards. But that 
still leaves many borrowers in distress. 

To help them, the Federal Reserve, together with the other Fed- 
eral supervisory agencies, has encouraged lenders and loan 
servicers to identify and contact borrowers who, with counseling 
and possible loan modifications, may be able to avoid entering de- 
linquency or foreclosure. 

The Community Affairs Offices in each of the 12 Federal Reserve 
Banks have also provided significant leadership and technical as- 
sistance to foreclosure prevention efforts. For instance, a public-pri- 
vate collaboration initiated in part by the Federal Reserve Bank of 
Chicago produced the Homeownership Preservation Initiative in 
2003. Since then, the program has counseled more than 4,000 peo- 
ple, prevented 1,300 foreclosures, and reclaimed 300 buildings. 

Beyond the actions underway at the regulatory agencies, I am 
aware that the Congress is considering statutory changes to allevi- 
ate foreclosures possibly including modernizing the programs ad- 
ministered by the Federal Housing Administration that Secretary 
Jackson has just described. 

Prospectively, the Federal Reserve is actively working to prevent 
these problems from recurring while still preserving responsible 
subprime lending. In coordination with other Federal supervisory 
agencies, we issued guidance on underwriting and consumer pro- 
tection standards for non-traditional mortgages last year and for 
subprime ARMs earlier this year. 

To help potential borrowers make more informed choices, the 
Board is engaged in a review of the Truth in Lending Act rules to 
provide mortgage lending disclosures. We are considering proposed 
changes to rules to address potentially deceptive mortgage loan ad- 
vertisements and to require lenders to provide mortgage disclo- 
sures more quickly. 
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We are also planning to use our rulemaking authority under the 
Homeownership and Equity Protection Act to propose additional 
consumer protections later this year. We are looking closely at 
some lending practices including prepayment penalties, escrow ac- 
counts for taxes and insurance, stated income and no-documenta- 
tion lending, and the evaluation of a borrower’s ability to repay. 

Additionally, more uniform enforcement of the fragmented mar- 
ket structure of brokers and lenders is essential. With other Fed- 
eral and State agencies, we have launched a program to expand 
and improve consumer protection reviews at non-depository institu- 
tions with significant subprime mortgage operations. This project 
should also lay the groundwork for various additional forms of 
interagency cooperation to help ensure more effective and con- 
sistent supervision. 

In recent weeks, as committee members are well aware, disrup- 
tions in financial markets have increased uncertainty surrounding 
the economic outlook. In August, the Federal Reserve took several 
steps to address unusual strains in the money markets and to im- 
prove the availability of backstop term financing for banks through 
the discount window to help forestall some of the adverse effects 
on the broader economy that might arise from the disruptions in 
the financial markets. And to promote moderate growth over time, 
the Federal Open Market Committee this week lowered its target 
for the Federal Funds Rate by 50 basis points. 

Thank you, and I look forward to addressing your questions. 

[The prepared statement of Chairman Bernanke can be found on 
page 71 of the appendix.] 

The Chairman. Thank you, Mr. Chairman. We will now take ad- 
vantage of this and break. And we will come back I should say — 
Secretary Paulson has an appointment that he cannot break at the 
White House, so we are here until 1:00. I just want to say now we 
are going to break. On our side, I intend that we will get as many 
questions in as possible. Not everyone will be able to question this 
panel, but when we get to the second panel, my intention will be 
to pick up the questioning where we left off. So, Members who did 
not get to question the first panel will get to question the second 
panel before we go back and the Minority intends to do the same 
thing. And even though the House may finish at 3:00 this after- 
noon, we intend to stay with the second panel through the after- 
noon so we can finish this. 

We are in recess. 

[Recess] 

The Chairman. The hearing will reconvene. I apologize for the 
delay. Secretary Paulson has to leave at 12:35, so we have an hour 
for questions. We will get done what we can. I will recognize myself 
for 5 minutes. 

Let me ask you first, we have been urged not to do very much 
because of moral hazards, the fear that by lowering interest rates, 
or helping people out of prepayment, we will somehow be encour- 
aging this behavior in the future. 

Now one way we can prevent this behavior in the future is by 
appropriate rules and I think we have an agreement that there are 
a set of rules that should apply to all mortgage originations that 
will go forward. 
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But let me ask all of you, because my own view is that nothing 
being contemplated is going to rise to the level of making what peo- 
ple have been through so much fun that they will decide it is worth 
doing again. That is, I think the notion that there is a moral haz- 
ard here gravely underestimates this. And I do not know anybody 
who has any proposals to make anybody whole including the bor- 
rowers who are going through this emotional anguish, the lenders. 
The notion that there is moral hazard, it seems to me, is one we 
ought to deal with. 

Let me ask each of you briefly, do you see in anything being con- 
templated congressionally or administratively any moral hazard? 
Mr. Paulson? 

Secretary Paulson. Mr. Chairman, I am not sure what various 
people may be contemplating, but I would say that in terms of the 
things that are on the table, and in terms of the President’s initia- 
tive foreclosure avoidance, I do not see a moral hazard. 

The Chairman. Let me tell you what we are talking about. One 
is more liquidity in the system generally and, secondly, trying to 
give people an ability to get their mortgages rewritten so they can 
refinance without a step-up at a reasonable rate going forward. I 
think that is basically what we are talking about. 

Secretary PAULSON. Yes. And I would agree with you. The tax re- 
lief for people who are going through this very difficult process, I 
cannot see someone is going to — 

The Chairman. Let me get a chance to speak to Mr. Jackson. 

Secretary Jackson. No, I do not. Let me say this to you, Mr. 
Chairman, is that clearly there are some people we are not going 
to be able to help especially and I always said the yuppies who had 
this extravagant decision to have two or three cars and a huge 
house they cannot afford. But the people that we are looking at ba- 
sically are middle-income people, firemen, police, teachers, nurses, 
and I think that these persons get one shot. And we should do ev- 
erything in our power to make sure — 

The Chairman. Mr. Bernanke. 

Mr. Bernanke. Fiscal subsidies to lenders would be a moral haz- 
ard. We are not contemplating that. 

The Chairman. No one is contemplating those. 

Mr. Bernanke. So I see no problem in trying to help people refi- 
nance. 

The Chairman. Thank you and obviously putting liquidity into 
the system as a whole, I do not understand how that creates a 
moral hazard. 

Mr. Bernanke. We are trying in particular to make sure the 
economy is stable and that is the ultimate objective that we have. 

The Chairman. Right. And nobody is bailing out any lenders. No- 
body is — I think that is one we can put to rest. Let me now say, 
and I want to respond, my own view is that the model that I hope 
we can deal with and we have the future to deal with. We have 
the current situation. Some people are in situations where it will 
be very hard to help them because no direct subsidy is coming. But 
to the extent that we can get people out of prepayment penalties 
and into a situation where they can refinance with an FHA guar- 
antee and with Fannie and Freddie available to provide liquidity 
for the purchase, that seems to be the maximum that we can do. 
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And with tax relief, so that getting out of prepayment is in there. 
That is the package that we are examining. 

My own view is that can be aided particularly by a stronger role 
for Fannie and Freddie and it is one where I agree that — but some- 
body said, “Well, if you let them go up that might come,” somebody 
said, “at the cost of going broke.” 

No. I think you get balance. Remove the jumbo and let them do 
some higher loans and they make some money and then I will feel 
a little — and at the same time they have to go lower. I think the 
same with the FHA. 

But I just want to say this. It is a statement. I disagree. I do not 
think it went far enough. I do not think there is a safety and 
soundness issue on behalf of the portfolios. I am daily conscious 
and I am not the President of the United States or even the Sec- 
retary of the Treasury or even the Director of OFHEO, but as 
much as I would like to change that, I am not confident that I will 
be able to do that. 

[Laughter] 

But the point I want to emphasize is this. I believe that the bills 
that were passed by very large votes in the House and the Sen- 
ate — in the House on the FHA and GSEs, there were some dif- 
ferences, but there was a common agreement on a lot of them. 

If the Senate would pass some version of those bills and send 
them to conference, I am confident that with the Administration 
participation, the House and the Senate, within a few weeks we 
could have a package that would greatly enable our ability to do 
what we are talking about. 

And it would result in much more relief for people who are facing 
foreclosure and I think some other general things. I just want to 
reiterate, and I have reaffirmed this with the ranking member, we 
will be pushing for that. And if our colleagues in the Senate were 
to send us even things that I would agree with like raising the cap 
on the jumbo, or mandating an increase in the portfolios, I would 
not go along with that piecemeal approach because I want to get 
this done in the best possible way. So I hope that we will get some- 
thing from the Senate that will be passage of both bills with what 
I think are a lot of progressive things and go from there. 

The gentleman from Alabama. 

Mr. Bachus. I thank the chairman. 

Chairman Bernanke, I and many of my colleagues have intro- 
duced a fair mortgage practices act to address some of the 
subprime lending issues. And some of the things you mentioned 
this morning about escrow and taxes and insurances on subprime 
loans we have included in that. 

We have also included what Chairman Maloney mentioned ear- 
lier, basically a one-page disclosure. But another thing that we 
have included, and I will ask the Treasury Secretary, but I would 
also like your feedback and input on the various provisions of our 
bill. 

We created a national registration and licensing standard for 
mortgage originators which even the industry, the mortgage bro- 
kers, most people have said to us that this is a very necessary tool 
to enhance accountability and professionalism in the industry. We 
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have done a similar thing with appraisers and the Appraising In- 
stitute is in support of that. 

Would you comment, Secretary Paulson, on that provision? 

Secretary Paulson. Yes. Let me say that I believe what you are 
trying to do there in terms of having some uniform standards on 
mortgage originators, education, licensing, those kinds of things, I 
think that sounds to me like a constructive step. 

And I also believe very much in the steps that the Fed has taken 
to take a hard look at disclosure and come back with recommenda- 
tions and a very hard look at, you know, as the chairman said, 
OFHEO. 

Mr. Backus. So you are favorably inclined towards the provi- 
sion? 

Secretary Paulson. Yes. 

Mr. Backus. Thank you. Secretary Paulson, you know risk is in- 
herent in markets. In fact, in financial markets you are supposed 
to — credit products are supposed to be priced according to the 
amount of risk. Do you see any constructive result to the repricing 
of risks that we have seen in the markets going forward? 

You know, the fact that we are doing it during a period of a 
strong economy, I welcome that as opposed to during periods of a 
weak economy. 

Secretary PAULSON. Yes. Risk is being reappraised/repriced. I re- 
member at the, even a month ago, I remarked to some colleagues 
when there was all this focus on risk that there is less risk in the 
market today or at that time than there was a month or two ear- 
lier. People just were not as aware of it. 

Now, so when you look back on these things with 20—20 hind- 
sight it is always agreed that it was constructive. Obviously when 
you are going through the situation right now, we are, we are 
much more focused on getting through this period of stress and 
strain and do it in a way which limits the penalty to our economy. 
But, yes, I do agree risk being repriced, reassessed is ultimately 
healthy. 

Mr. Backus. Chairman Bernanke, would you like to comment? 
I certainly think some of the risks are being wrung out of the mar- 
ket — I mean some of the excesses are being wrung. 

Mr. Bernanke. Yes, sir. There has been a repricing of risk and 
to some extent that is a good thing. It has been interacting with 
some concerns about the evaluation of credit products, structured 
credit products and the like. And so it has been a fairly sharp ad- 
justment that we have seen in the financial markets. 

As Secretary Paulson said, repricing risk, getting a better eval- 
uation of risk, is a good thing in the longer term. We at the Federal 
Reserve are mostly concerned with malong sure that markets con- 
tinue to function normally and that the tightening of credit that 
has happened does not have undue adverse effects on the broad 
economy. Thank you. 

Mr. Backus. Secretary Jackson, you are helping homeowners 
who have not been able to pay their mortgages. Your FHA has a 
program now you have outlined where you are going in and offer- 
ing them a new mortgage and new mortgage payment. 

The only concern I have there is that you are taking them from 
one market and you are placing them in an FHA insured product. 



17 


And I am wondering, are you being careful to see that these, you 
know, howeowners who did not pay their mortgages before, did not 
meet their obligations, some of them because of the product, but 
that they are going to have — is there any assurances that they are 
going to be able to pay these and not fail and, therefore, create li- 
ability on the cost to the FHA and the taxpayers? 

Secretary Jackson. Ranking Member Bachus, that is an excel- 
lent question. What we are doing, which is very important, is we 
are looking at risk-based premiums, and the other thing that is 
very important that we are doing is that we are looking at the 
credit history of many of these persons. And many of these persons 
have paid their mortgage religiously until the teaser rate kicked in. 

The best example that I can give you is a family just across the 
river in Prince George’s County who had not missed a payment 
and, in fact, made two of the teaser rate payments, then had a seri- 
ous problem. And they had steady jobs for the last 20 years and 
had no credit problems at all. 

Well, we refinanced their loan and we saved them $350 a month. 
They have no problems today. In fact, it is a plus because they are 
able to do a lot more for their children than they were before they 
had this refinancing. So we are very serious. We are not going to 
make the same mistake that some of the subprime lenders made 
in the sense that they did not really look at the creditworthiness 
of the person. We are not going to do that. 

The Chairman. The gentleman from Pennsylvania. 

Mr. Kanjorski. Thank you, Mr. Chairman. 

Gentlemen, I guess I will direct this primarily to the Secretary 
of the Treasury and to Mr. Bernanke. I am here long enough — I 
think there are about five of us left on the committee to remember 
the S&L crisis. And I remember the pre-S&L crisis of the late 
1980’s when the regulators with the assent of Congress if not by 
activity but at least we were happy to see them clean up the prob- 
lems that appeared to be out there, invented a new terminology, 
supervisory goodwill. Do you all remember that great methodology 
of getting out of the S&L crisis? 

When, if we had acted at the time, would have cost us about $15 
billion. In a short period of 2 to 3 years, because we contaminated 
the good S&Ls and caused them to collapse also, it became a $200 
billion problem, in which I happen to give a lot of credit to George 
Bush the first as an act of courage when he recognized that and 
sent the appropriate legislation up here to really solve the problem. 

But having watched what we are doing, it seems to me I am 
hearing shallow echoes in the Administration, in the regulatory 
community, that we can find another easy fix and not necessarily 
have to face the consequences. And I happen to agree that’s pos- 
sible, probably more than 50 percent likely, except if we hit a reces- 
sion or we do something or something occurs that we are not pre- 
pared to meet within the formula. 

So, as a result, Mr. Bernanke, I wanted to get some sense from 
you. I was surprised at the 50 percent Fed rate change. I had an- 
ticipated 25 percent. I had not anticipated that you would go to a 
full 1 point on the open door or the open window area. 

Was that done just for the purpose of getting rid of this problem 
very quickly or is there something more serious out there that we 
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are not even aware of and so many people who thought it was only 
going to be 25 base points should be more aware. I am not and I 
do not want to plant any seed one way or another. I would like 
your comment on that. What do you anticipate? This was not an 
overreaction. Was this just a firm statement on the part of yourself 
and the Fed that you are going to take very strong action if there 
is any chance of a recession or a disruption of the markets? 

Mr. Bernanke. Congressman, as we said in our statement, over 
the month of August the financial market turmoil has effectively 
tightened credit conditions that has the risk of making the housing 
correction more severe, and it may have other effects on the econ- 
omy. So we took that action to try to get ahead of the situation, 
to try to forestall the potential effects of tighter credit conditions 
on the broader economy. 

Ultimately, our objective is to try to meet Congress’s dual man- 
date of maximum sustainable employment and price stability, and 
we took that action with that intention. There is quite a bit of un- 
certainty, so we’re going to have to continue to monitor how the fi- 
nancial markets evolve, how their effects on the economy evolve, 
and try to keep reassessing our outlook and adjusting policy in 
order to try to meet that dual mandate. 

Mr. Kanjorski. Very good. Mr. Paulson, just one question for 
you: Are you satisfied that everything has been done now or is in 
the process of getting done to solve this immediate problem that we 
face in the credit crunch, or are there other things that we will 
have to participate with the Administration on? 

Secretary Paulson. Let me say that as was mentioned earlier by 
the ranking member, credit is being repriced, reassessed, across a 
broad range of markets. There are a reasonable number of the 
credit mark. It’s the capital markets that still aren’t functioning as 
normal. They are operating under strains, stresses of one sort or 
another. Now, there has been improvement in many of them, and 
so there has been gradual improvement and that is a very good 
thing to see. We’re going to work through some. It’s going to take 
us a while. We’re going to work through some much quicker than 
others. 

In terms of the subprime, which this hearing is on, a number of 
those and some of the mortgages with the most lacked standards, 
and with the teaser rates, we’ll be resetting over the next 18 
months or 2 years. So it will take us a while longer to work 
through that, and that is not an important part of the overall econ- 
omy, but believe me it is very, very important to everyone who is 
in danger of losing a home. 

So, again, I can’t tell you that every action has been taken that 
needs to be taken. I think we’re doing the right things for now and 
we’re watching this very carefully and we need to be vigilant. 

The Chairman. The gentleman from Louisiana, Mr. Baker. 

Mr. Baker. Thank you, Mr. Chairman. 

Mr. Bernanke, in a correspondence with Chairman Frank on 
September 17th, you were specific in a response relative to the ad- 
visability of increasing the conforming loan limit and you had three 
elements in that response: One was that the change must be ex- 
plicitly temporary; two, it must be promptly implemented; and, 
three, it would be ill-advised if it has the practical effect of reduc- 
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ing incentives to meaningful GSE reform. Acting on the belief that 
Fed testimony is not casually constructed, I read very carefully 
your statement on page 11 addressing the same, general subject 
matter. And you repeated two of the three, “explicitly temporary,” 
“sufficiently promptly,” but you did not include the language rel- 
ative to the necessity, if we act, to tie that expansion of portfolio 
to GSE reform. 

I just want to make clear with understanding, is it still your 
view that any modification the portfolio would be ill-advised unless 
done in concert with an appropriate GSA reform? 

Mr. Bernanke. Yes, first of all, let’s be clear. 

We’re talking about the conforming loan limit and not the port- 
folio. 

Mr. Baker. Correct, I’m sorry. 

Mr. Bernanke. There are several concerns as I describe in my 
letter expanding the implicit government guarantee into a new 
area at the mortgage market and so on. But I think the primary 
concern I have is that if this goes ahead without any reform that 
somehow reform may not ever happen or be effective, so I do be- 
lieve it’s important that this be done, if it is done in the context 
of meaningful GSE reform. 

If it is done as I indicated, I think it needs to be temporary. And 
if it’s not prompt, it’s not going to be productive, because these 
markets will recover over the next few months. And if this comes 
online in March, it will be counterproductive. 

Mr. Baker. Thank you. Secretary Paulson, in market observation 
it appears that much reaction in the marketplace was in response 
to improperly identified risk and their great risk aversion in world- 
wide markets where there was not a certainty that the mortgage 
origination process or review processes were in all cases done with 
appropriate due diligence, and therefore there was a withdrawal by 
some investors from those mortgage obligations, whether they be 
securities or whole mortgages, and I hope you agree with that ob- 
servation. 

And, secondly, I have the concern with regard to proposed reform 
in assigning liability. And that is to a reasonable man, if you look 
at a document and fraud is not apparent on the face of the docu- 
ment, or you look at the security which you are acquiring, and 
there’s no apparent fraud easily detected to you, the inappropriate- 
ness of assigning liability to that investor in that security or holder 
of that mortgage in the process of the secondary market and be- 
yond, when there is no contribution to the unprofessional or inap- 
propriate conduct which led to the predatory behavior, and the con- 
sequence of that, I believe, would be to have a withdrawal from the 
market from those unwilling to take improperly identified risk, 
thereby, actually hurting the very individuals that we are trying to 
assist with enhanced assignee liability. 

Do you agree with those perspectives? 

Secretary Paulson. Congressman, I do agree with that. Just to 
expand a bit, we’ve had great innovations in the capital markets. 
This has helped our society, helped homeowners. The history is in- 
novation moves ahead of regulation or policy, so when we go 
through a period like this, we need to readjust and say what things 
should we do differently? Where do we need some additional regu- 
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lation? Where do we need some additional policy measures? But we 
need to get the balance right and not go too far. 

I do believe that in terms of assigning liability to those investors 
who purchased the mortgage, that would have the negative of 
being a very big damper on securitization and would thereby cur- 
tail product to those who need it. 

Mr. Baker. Let me, if I may. 

Secretary PAULSON. So, there would be some things I would do 
and that I probably wouldn’t. 

Mr. Baker. I want to get in before my clock runs out. 

And that is with regard to data already mined, it appears that 
it’s the subprime market, lower-income households, modest price 
housing, where the delinquencies have bounced up a bit. Whereas, 
in the jumbo market, although recognizing there are some liquidity 
concerns, the problems are not as evident, so that in our effort to 
help people with the triggering questions and other mortgage aber- 
rations, we should be focused on the lower-priced homes and the 
lower-income individuals. I would be interested if anyone has data 

f iven the fact that on the FHA side, we just go on to about a 
700,000 house. We’re about $500,000 on the GSEs, where there’s 
any data to indicate that poor people are having trouble getting ac- 
cess to $500,000 houses, because that portfolio increase seems to be 
a problem. 

Secretary Jackson. We have a limit. Let me say this to you. Con- 
gressman. FHA is limited. That’s why I’m very pleased again that 
you all passed the FHA modernization legislation which will elimi- 
nate the present cap that we have. So we are dealing with people, 
really, at a moderate income. But I want to say something, and I 
think both of my colleagues will say. 

It’s not just the low-income, middle-income market. The jumbo 
market where we had a number of what we call today, “yuppies,” 
purchasing homes and cars that we have a serious problem with 
too. So, we can’t minimize at the level of middle-income people, ba- 
sically firemen, police. We have some serious problems too at the 
top. 

The Chairman. The gentlewoman from New York. 

Mrs. Maloney. Thank you, thank you, very much. 

Chairman Bernanke, thank you for your guidance on the 
subprime prices, but according to Secretary Jackson, the initiatives 
we put in place will only keep 260,000 people in their home. Some 
economists are projecting two to five million Americans may lose 
their homes, so I am interested in further guidance on what we can 
do to keep these people in their homes. It helps them. It helps the 
economy, either in writing or in building on your suggestions that 
you gave today. But the question that I hear from my constituents 
the most on the subprime crisis is the credit crunch. 

The credit crunch in the financial markets that literally shocked 
investors this Summer, some of the most sophisticated investors in 
the country were really caught off-guard with this credit move- 
ment. And even now there seem to be lots of questions about who 
holds subprime’s mortgages in their portfolios and what the impact 
is going to be going forward. Specifically, what is the role that 
hedge funds have played in this and are we at more risk today 
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than before, because of the proliferation of these sort of exotic fi- 
nancial instruments. 

Some economists have suggested that the financial markets could 
actually melt, and what could we do to prevent that. Related to the 
question is, do you believe that regulated institutions have proper 
evaluation policies in place? 

How could the credit rating agencies be so wrong consistently — 
wrong on Mexico, wrong on Asia, wrong on Enron, wrong on 
subprime? Do you think we need more of a focus on how we are 
rating these products? Do these questions about valuation policies 
reflect why the LIBOR spreads over treasuries remain at unusually 
really high levels? And why is there that spread? 

Mr. Bernanke. Congresswoman, there are a number of questions 
there. On helping more people, I think that FHA reform could be 
pushed even further. I think risk-based premiums would help dif- 
ferentiate among different lenders, and I think more flexibility in 
designing mortgages would allow for more affordable mortgages, 
say, with a shared appreciation with a variable maturity. 

My sense is that as we go forward, lenders are not going to want 
to be in the position of foreclosing if they can avoid it, because it’s 
very costly to do so. If the FHA can provide affordable housing 
products that would be attractive alternatives, then the lenders 
will themselves be willing to forgive principle, assist the home- 
owner to move into those products, because it’s cheaper for them 
as well. So I am somewhat more optimistic, I think, than my col- 
league here as to what the FHA could possibly do if these condi- 
tions worsen. 

On the question of hedge funds, hedge funds have not been for 
the most part a major component of this recent problem. In par- 
ticular, we have not had any significant counterparty losses arising 
from the hedge funds. And so in that respect the market-based reg- 
ulation that the President’s Working Group described in its prin- 
ciple seems to be working reasonably well. 

Where the issues have arisen more is in the so-called structured 
credit products, which are complex instruments that combine many 
different types of credit, and many different types of credit guaran- 
tees. We are finding that they are somewhat opaque, and it has 
been difficult for investors to evaluate exactly what those products 
are worth and where part of what’s taking so long here is for this 
process to go forward as banks and investors work through these 
products and figure out what’s in them and what they’re worth. 

The credit rating agencies raise a number of issues. There has 
been some recent legislation, of course, by the Congress to try to 
make their ratings more transparent. We’ll see how that works in 
the future. But I only want to add, and perhaps Secretary Paulson 
would amplify, but the President’s Working Group is going to make 
it a high priority to be looking at that issue and try to understand 
if there are improvements that can be made. 

Secretary Jackson. Let me augment this Congresswoman. 

The Chairman. Quickly, Mr. Secretary, please. 

Secretary Jackson. You said that we said that FHA secure will 
save somewhere between 200,000 and 260,000 families, but once 
the legislation has passed modernization, it will be much higher 
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than that. We will be able to save somewhere between 500,000 and 
700,000 families, but we have to have the legislation. 

The Chairman. The gentleman from California, Mr. Royce. 

Mr. Royce. Thank you, Mr. Chairman. 

I wanted to ask Chairman Bernanke a question. 

Chairman Bernanke, both you and your predecessor. Chairman 
Alan Greenspan, have gone on record describing in detail the sys- 
temic risk that you believe was posed by Fannie Mae and Freddie 
Mac portfolios. On March 6th, you said about GSA portfolios and 
systemic risk, and I’ll just quote your remarks, you said: “Financial 
crises are extremely difficult to anticipate, but two conditions are 
common to such events. First, major crises usually involve financial 
institutions or markets. They are either very big or very large or 
play some critical role in the financial system. And, second, the ori- 
gins of most financial crises can be traced to failures of due dili- 
gence or failure of market discipline by an important group of mar- 
ket participants.” And, you said: “Both of these conditions apply to 
the current situation of Fannie Mae and Freddie Mac.” 

Now, given the past accounting problems experienced by Fannie 
Mae and Freddie Mac as well as the potential financial risk associ- 
ated with their portfolios as you have said in the form of credit 
risk, interest rate risk, prepayment risk, lack of market discipline 
by a duopoly that works off this implicit government guarantee, I 
was going to ask you, do you believe they’re best suited to address 
the problems we’re witnessing in the mortgage market by changing 
the approach to Fannie and Freddie? Or are the actions taken by 
the Fed in reducing the discount rate and the Fed Funds rate to 
push liquidity into the system and make liquidity available, make 
cash available for financial institutions to loan to other banks and 
loan to homeowners, and so forth, is that the best approach? I’d 
like your thoughts on that. 

Mr. Bernanke. Congressman, you put it very well. I think there 
are systemic risks associated with the portfolios. They arise not 
only from credit risk, but also from operational risk and interest 
rate risk. That is why it is so imperative to have strong GSE re- 
form, so that the GSE regulator can assure the sufficient capital 
behind those portfolios and make sure that receivership and, you 
know, other elements of oversight are in good shape. 

I don’t think that the portfolios are the most productive way for- 
ward in terms of addressing the current housing situation, even 
putting aside systemic risk. The conforming loans, which are the 
primary part of their portfolios are easily traded now. There is no 
liquidity problem in conforming loans. If the portfolios were to be 
used to purchase more subprime loans, first I would not rec- 
ommend that they reduce their credit standards. There is some ca- 
pacity to buy those loans within their existing credit requirements. 
I don’t think it’s safe to reduce the credit quality of those portfolios, 
but if they choose to do that, they could easily do it by selling off 
the existing conforming loans that they hold and make room under 
their caps to buy these alternative loans. 

So I do have concerns about the portfolios, and they underscore 
my belief that there needs to be a strong GSE reform bill that will 
ensure the safety, soundness, and lack of systemic risk associated 
with them. 
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Mr. Royce. Thank you, Chairman Bernanke. 

Thank you very much, Chairman Frank. 

The Chairman. I thank the gentlemen. Let me just say at this 
point, the gentleman will have to admit it in 17 seconds, and I’ve 
neglected to say one thing. If there is no objection, I would just di- 
rect to Mr. Jackson. Later, we’re going to hear from Judith Liben 
from the Mass Law Reform. 

One of the problems that has not gotten enough attention here 
are the people who rent in properties that were foreclosed upon, 
and they have found that their leases were wiped out. We need to 
work on that, and I hope we can work together on some sugges- 
tions that she hasn’t asked the HUD people, to look at the rec- 
ommendations in Ms. Liben’s testimony and we want to work to- 
gether with you on that. 

Mr. Royce. I am reclaiming my time, Mr. Chairman, if I could. 

And the other aspect that I just thought I’d mention is the Fed 
setting the interest rate at one percent from June of 2003 to June 
of 2004, if we look at this bubble and what helped to create this 
bubble long-term, would you concur that perhaps in retrospect, one 
percent effective Fed fund’s rate might have been a cause of some 
of the action subsequently that we saw in the market and people 
take. 

Mr. Bernanke. Well, I think economists will have to make that 
assessment in the long term. I think that there are other factors 
associated with the housing price increases, including very low, 
long-term interest rates around the world, which were associated 
with big increases in housing prices in many countries around the 
world, not just the United States. In particular, as the Fed Reserve 
lowered interest rates to one percent and then raised them gradu- 
ally, mortgage rates did not respond very much to those short-term 
rates. They were in fact primarily determined by the long-term 
rates, determined international capital markets. 

Mr. Royce. So you don’t think that was a contributing factor? 

Mr. Bernanke. Well, monetary policy works to some extent by 
effecting asset prices of all types, but again, I think the primary 
factor leading to increases in house prices, not only in the United 
States, but in many countries around the world, was the generally 
low level of long-term, real interest rates in global capital markets. 

Mr. Royce. Thank you. Chairman Bernanke. 

The Chairman. I would also ask unanimous consent at this point 
to put into the record the statement from the Independent Commu- 
nity Bankers of America, the National Association of Home Build- 
ers, and the National Association of Realtors. 

The gentleman from Illinois is recognized for 5 minutes, without 
objection. 

Mr. Gutierrez. Chairman Bernanke, in your testimony, you 
cited the HOPI program administered by Neighborhood Housing 
Services of Chicago as an example of a model foreclosure preven- 
tion program. I agree. And I can tell you that we will need this pro- 
gram and others like it in Chicago over the next 6 to 12 months. 

And participation in this program by the private sector is vital, 
both in terms of a willingness to work with borrowers and to do- 
nate the capital to keep the program going. As you probably know, 
two of the principal institutions that provide capital to keep HOPI 
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going are Bank of America and LaSalle Bank. LaSalle support for 
the HOPI program and its long history of philanthropy and com- 
munity involvement are primary reasons that I wrote the Federal 
Reserve in June of this year and requested a public hearing meet- 
ing on the Bank of America, LaSalle merger. 

The response letter I received from the Federal Reserve indicated 
that the Board would carefully consider my request for a public 
hearing, and then of course not grant any. The next correspondence 
I received from the Board on this topic was a notice of order of ap- 
proval of the merger. Now, I know that while considering the Bank 
of America/Fleet Boston merger in 2003, and JP Morgan Chase/ 
Bank One merger in 2004, the Federal Reserve held public meet- 
ings. 

In fact, the Board held two meetings for each merger. Ironically 
the last meeting for the Chase/Bank One merger was held at the 
Chicago Federal Reserve Bank on LaSalle Street. In the Bank of 
America/LaSalle merger, we had the largest U.S. bank acquiring a 
dominant regional bank with a significant deposit market shared 
locally and regionally. Beyond that, LaSalle is an intricate part of 
the Chicago community in terms of philanthropy and community 
development, supporting hundreds of projects like the HOPI pro- 
gram for which we are both fans. 

So, my question is, in a major market like Chicago where Bank 
of America really does not have much of a retail presence, why no 
public meeting Bank of America/LaSalle merger did the Board con- 
sider LaSalle’s participation and programs like HOPI, and increas- 
ing needs of these types of programs and approving the merger 
without a hearing? Mr. Chairman, my concern is not that Bank of 
America will pull out of programs like HOPI, but that they will not 
match their current level and LaSalle’s level of funding. If that 
happens, programs like HOPI will not be able to serve the number 
of people who need assistance. 

Mr. Bernanke. Congressman, I appreciate your comment and I 
assure you we will look carefully at each of these cases and holding 
public meetings as required. In the particular case you mentioned, 
we actually got relatively few comment letters. I know yours was 
among them, and the issues that were raised were fairly readily re- 
solved directly with the banks and with the people who submitted 
the letters. 

I apologize if we didn’t respond to you adequately, but in that 
case we felt that the issues were sufficiently circumscribed at a 
public hearing wasn’t necessary. But, I agree with you that in cases 
where there are substantial effects on local communities that there 
should be a presumption to look to a public hearing to make sure 
that all views are heard, and continue in that direction. 

Mr. Gutierrez. Thank you. And I appreciate your words. It’s 
just that Bank of America is already the largest. In their applica- 
tion as I read it, they exceeded 10 percent of deposits, and that’s 
a rule that apparently you guys have there that no one bank 
should have more than 10 percent. 

So there were a lot of issues, Mr. Bernanke, that I think, espe- 
cially given the reason that you’re here this morning along with 
Mr. Paulson and Mr. Jackson, to have a public hearing, because 
people are concerned, LaSalle Bank just wasn’t another institution 
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in Chicago that was brought up. It was a Chicago institution, not 
because of the marathon, but because of much of its participation. 
And I don’t think we should take the past as necessarily what the 
future will bring. Now we’re going to continue in the absence of any 
public hearing, which I think was essential. And I find it just rath- 
er ironic that we would have two hearings on other mergers on La- 
Salle Street at the Chicago Reserve and not have one for such a 
gem of an institution when there’s a merger of this significance 
going on in Chicago. 

So I encourage you and others at the Federal Reserve to watch 
what goes on here, because really now the onus is on you. There 
was no public hearing. You approved it without one, a rather large 
merger, which seemed to me to violate some of your rules, if at 
least a 10 percent deposit standards, I know they’re making 
amends. I’d like to know which 10 percent they’re going to get. 

You know, in order to reach the 10 percent, who are they going 
to get rid of? How are the going to get rid of a billion-and-a-half 
dollars? Where are those loans and assets going to be distributed 
from? 

I thank you very much for looking into this matter. 

The Chairman. Next, the gentleman from Texas, and perhaps 
larger places, Mr. Paul. 

Dr. Paul. Thank you, Mr. Chairman. 

I want to follow-up on the discussion about moral hazard. I think 
we have a very narrow understanding about what moral hazard 
really is, because I think moral hazard begins at the very moment 
that we create artificially low interest rates, which we constantly 
do. And this is the reason people make mistakes. It isn’t because 
human nature causes us to make all these mistakes, but there’s a 
normal reaction when interest rates are low that there will be over- 
investment and malinvestment, excessive debt, and then there are 
consequences from this. 

My question is going to be around the subject, how can it ever 
be morally justifiable to deliberately depreciate the value of our 
currency, and that is what we do constantly. I mean, we’re in the 
midst of a crisis today and efforts have been directed toward prop- 
ping up financial markets in Wall Street. First, the crisis is no- 
ticed. There’s a panic. We dump in tens of billions of dollars into 
reserves and that reassures the market, and Wall Street feels a lit- 
tle bit better, and it is still not enough. 

Then, we take a discount window and we lower the rates, and 
we don’t look at our problem from what caused it. What we say is, 
let’s make it a door. Let’s open up and lower the rates. And again 
Wall Street says, oh, this is wonderful. Do the poor people like this, 
and do they respond, and is this going to help get houses when 
some of them couldn’t even afford a house, because even with the 
low interest rates that were available, because the costs are going 
up, and cost goes up because the dollar goes down. 

Then, even this week, what did we do. Our Federal Reserve low- 
ers the interest rates by 50 basis points and the poor people and 
the middle-class people say, boy this is wonderful. My cost of living 
is going to go down. I’m going to get a job. No. Wall Street goes 
up 350 points, so it looks like everything is directed toward a bail- 
out. Whether it’s done deliberately or not, the American people see 
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this as a deliberate bailout of the financial markets. The poor peo- 
ple are losing their houses. 

There’s every sincere effort made to try to correct this, but it’s 
inevitable that it’s not going to work because the monetary system 
is such that there’s so much misinformation. We talk about market 
discipline. You indicate, Mr. Chairman, that we should have mar- 
ket discipline, and didn’t have enough market discipline, but 
there’s no possibility to have market discipline when all the infor- 
mation is erroneous. 

Today, with this concept and during this testimony, we see oil 
prices soaring, over $82 a barrel. We see wheat and corn soaring. 
We see other commodity prices soaring: gold, $730, $740 an ounce. 
There’s a great deal of concern out there. This is all reflecting the 
fact that the dollar is going down in value, and if we don’t deal 
with that we can’t solve the problem. And we look at this and 
think, well, we’ve created all these problems because we’ve had this 
malinvestment, all this credit going into the system, and we have 
all this correction that needs to come about, and we think we can 
solve the problem of inflation with more inflation. But really the 
bottom line is what moral justification do we have to deliberately 
devalue the currency and the dollars that people save. This forces 
the cost of living up for the people who don’t even have a chance 
to buy a house, so there’s a moral consequence of the system that 
we have today, and I can’t see how we can avoid this moral obliga- 
tion we have. 

The responsibility to Congress should be to maintain the value 
of the currency, not deliberately tax the people by creating new 
money and passing on the high cost of living to the people who can 
least afford it. Wall Street never suffers from that, and we know 
of all these things out in the open, the Federal Reserve does. But 
we don’t know the details of what the Working Group on Financial 
Markets does to prop up markets, because I’m sure they’re very 
busy and have been very busy in these last several months. 

But, is there any moral justification for deliberately devaluing 
the currency? 

Mr. Bernanke. Thank you. Congressman. The value of the cur- 
rency can also be expressed in terms of what it can buy in domestic 
goods, that is, the domestic inflation rate. 

That is part of the Federal Reserve’s mandate, to maintain price 
stability, which to my mind means the value of the dollar. The in- 
flation rate is something we paid close attention to, we continue to 
pay close attention to, Wt over the last year it’s been a little over 
2 percent. 

We will continue to pay very close attention to the inflation rate. 
It’s an important part of our mandate, and I agree with you that 
an economy cannot grow in a healthy, stable way when inflation 
is out of control. And we will certainly make sure that doesn’t hap- 
pen. 

The Chairman. The gentlewoman from New York, Ms. Velaz- 
quez. 

Ms. Velazquez. Thank you, Mr. Chairman. 

Chairman Bernanke, some experts suggest making originators or 
assignees liable if the underwriting standards or mortgage origina- 
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tions are found unsuitable. Do you feel that this is an adequate so- 
lution to curbing unscrupulous securitization activity? 

Mr. Bernanke. I’m not sure what you mean by “adequate.” 
There are of course many different ways we can go about address- 
ing these issues, including some of the rulemaking that the Federal 
Reserve is doing about the subprime lending and some of the dis- 
closures we’re working on as well. 

With respect to assigning liability, I would say that there may 
be circumstances where it might prove a useful adjunct to some of 
these other methods, but I think it is extraordinarily important 
that we make sure that if that exists, if assigning liability exists, 
that the rules be very, very clearly delineated, the responsibilities 
of the investors be very, very clearly delineated, and that there not 
be some uncapped damages or unspecified damages that they 
would be liable for because if you do that then the investors will 
simply consider it too risky and they will pull out and you simply 
will not have any investment in this whole sector. 

Ms. Velazquez. So where you’re turning today is that they are 
not clearly defined. 

Mr. Bernanke. Well, we’ve seen from different States different 
experiences. And there have been examples where assigning liabil- 
ity provisions have driven lenders out of the State. 

Ms. Velazquez. In your testimony, on page nine, you recognize 
that the values that FHA has been able to ensure have failed to 
keep pace with rising home values in some areas of our country. 
However, when evaluating the GSE’s loan limit you raised concerns 
about the effect it could have on market discipline. 

Can you explain how raising FHA loan limits is different from 
raising the GSEs and why would the market discipline effects be 
different in the GSE’s case and not for FHA? 

Mr. Bernanke. Well, I prefer the FHA as a vehicle for address- 
ing these problems. It’s specifically addressed towards lower- and 
moderate-income home buyers. It is a government explicit — has an 
explicit government backstop. It’s not an implicit government back- 
stop. It’s on budget and it has an explicit mission, which is to help 
homebuyers and not to make profits for any stockholders. 

It’s a very different kind of operation, so I think if we’re going 
to be using a government agency to help people refinance their 
mortgages, that we need one that is accountable and is explicitly 
budgeted for, as the FHA is. 

Ms. Velazquez. Secretary Jackson, I want to focus on the devel- 
opment of affordable rental housing, which is particularly difficult 
and costly to finance, especially in urban areas like New York. 

In addition, many homeowners facing foreclosure might need to 
move to rental units, which might increase the demand for those 
units. With Fannie Mae and Freddie Mac approaching their port- 
folio caps and unable to play a significant role in this market be- 
cause of the size of the loans how do you suggest we ensure that 
multifamily rental developments continue to thrive in this environ- 
ment? 

Secretary JACKSON. Congresswoman, I think in certain areas of 
this country that’s going to be very difficult to do and I’m not going 
to tell you it will be easy, especially when you look at the area that 
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you represent in New York City. We see the prices consistently ris- 
ing. 

And I think that if we can implement both FHA secure and FHA 
modernization to save a number of the families they will not have 
to go to the rental market, but it’s still going to be very difficult. 

We see serious problems from Virginia all the way back to Maine 
and from Utah all the way back to California. I think what we can 
do is basically begin to work with these States to try to find a situ- 
ation where we have affordable housing, as the case in Starrett 
City, we don’t lose that affordable housing, we do everything in our 
power to maintain it. 

And that’s what we’ve set out to do and will continue to do, but 
it’s not going to be a very easy task, especially when the HAP pay- 
ments of 30 years leave and these landowners realize that they can 
get a much bigger profit for their property. 

Ms. Velazquez. Mr. Paulson, would you mind commenting on 
that very same issue? 

Secretary PAULSON. Excuse me. You will have to repeat the ques- 
tion. 

The Chairman. Quickly. 

Ms. Velazquez. That’s fine. 

The Chairman. Thank you, and let me just say that — for a sec- 
ond, if the gentlewoman would yield, Mr. Secretary, I was glad to 
hear you say that. 

Trying to preserve the existing affordable housing will be a very 
high priority for us, and we look to working — it clearly from every 
standpoint makes more sense to preserve the existing housing, pre- 
empt all the zoning and other issues than to start from scratch. So 
we’re glad to hear that, and you tell us what we need to do. 

Next, the former ranking member of the Housing Subcommittee, 
now the ranking member of the Subcommittee on Financial Institu- 
tions, the multitasking gentlewoman from Illinois. 

Mrs. Biggert. Thank you very much, Mr. Chairman. 

First of all, it seems like there has been a lot of — we’ve heard a 
lot of criticism that the regulators didn’t do enough and should 
have acted sooner. And I know. Chairman Bernanke, that your 
predecessor was on 60 Minutes the other night and he said that he 
had missed the significance of practices that were going on and not 
until late did he react to that, 2005 or 2006. 

What are you doing to ensure that these practices, what’s hap- 
pening are not overlooked or not managed — what, I know that you 
spoke about monitoring but can you give us some other methods 
that you will use to take a good look at these practices? 

Mr. Bernanke. As I discussed in my testimony, we are approach- 
ing this from a whole different range of ways. We are looking at 
our rulemaking authority. We have promised to promulgate rules 
by the end of the year that will address subprime lending practices. 

We are looking at disclosures, trying to improve, for example, ad- 
vertising and the timeliness of disclosures to potential borrowers. 
We are working on a pilot program where we try and coordinate 
with State and other Federal agencies to make sure that we are 
working together to make sure that some lenders don’t fall between 
the cracks, between the Federal and the State and the different 
regulators that we have. 
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And we’re doing what we can, as I described, to try and assist 
those who are already in trouble, for example through our commu- 
nity outreach efforts. So we are very much aware of the seriousness 
of this problem. Within the limits of our tools and authorities, we 
are going to do all we can to try to help improve the situation. 

Mrs. Biggert. Thank you. I appreciate that. 

Secretary Jackson, it’s nice to see you here, and I have a ques- 
tion that I probably have asked you several times before. 

In 2002, HUD attempted to reform RESPA, but never issued a 
final rule. Much of the discussion of the 2002 proposed rule re- 
volved around the guaranteed mortgage package, which has pro- 
vided, which would have provided lenders an exemption from the 
Section 8 anti-kickback provisions of RESPA. 

Is there something that we can expect to see from the Depart- 
ment in the new RE SPA rule? 

Secretary Jackson. Yes, Congresswoman. I can project that we 
would probably come back to you by the end of the year, no later 
than December 31st, as I promise you, with some suggestions as 
to how we approach this issue. 

I made a commitment to this committee that we would not move 
forward without your input, and we will have that for you by the 
end of the year. 

Mrs. Biggert. And I thank you. But the White House summary 
of the President’s Homeownership Initiative stated that one of the 
RESPA regulations main goals will be to limit settlement cost in- 
creases. And that probably is a laudable goal, but are there dif- 
ferent ways of accomplishing that other than directly regulating 
prices? 

Secretary JACKSON. You know. Congresswoman, I don’t want to 
speculate how we’re going to approach this. I would much rather 
bring it to you all, get your input as to what approach we’re going 
to — what approach is best to take. I think that’s probably the best 
way to answer it. 

Mrs. Biggert. Can you shed some light onto what the meaning 
of the phrase is? 

Secretary JACKSON. I would prefer to, if possible, have that dis- 
cussion with you personally. 

Mrs. Biggert. All right. 

Then, Secretary Paulson you — in your testimony, and you didn’t 
have a chance to get to something on the importance of disclo- 
sure — could you just talk about that briefly? 

Secretary PAULSON. Disclosure is obviously very important, but 
we have an overload of disclosure. Consumers have pages and 
pages and pages of things to look at, so they tend to think of it as 
being boilerplate or they don’t read it or it’s the fine print. 

So I very much appreciate the role that the Fed is taking because 
they’re looking at this in a very, very thoughtful way, discuss that 
with the chairman. They’re doing consumer surveys, understanding 
how to best reach people and they’re going to report back later in 
the year. 

From my two cents worth, the idea that I like a lot is every mort- 
gage having one page, very simple, big print, you know, your mort- 
gage payment is “x” dollars today and it could be as high as “y” 
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dollars or whatever, signed by the originator and the mortgage 
holder. 

But again, people who are much more expert than I am are now 
looking at this very carefully, and I think too often we just say, oh, 
we write it all down and have someone sign it; that’s the disclo- 
sure. And the onus, I think, has to be to come up with disclosure 
that’s going to be simpler, clear and more meaningful. 

Mrs. Biggert. Thank you. 

The Chairman. Panelists, the Secretary has to leave, and I think 
that will be the end of the panel, but the last questioner on this 
panel will be the gentleman from North Carolina. 

Secretary Paulson. Can I just say one thing? 

The Chairman. Yes. 

Secretary Paulson. Mr. Chairman, I think when I do leave, I 
just want to say to everyone here that I apologize. I will deal with 
any of you one-on-one if you call with questions, and of course if 
you want to just submit a question. I’ll give you the answer for the 
record. 

The Chairman. Thank you, Mr. Secretary. The gentleman from 
North Carolina. 

Mr. Watt. Thank you, Mr. Chairman. And I’m not sure whether 
Secretary Paulson is leaving before or after but — 

The Chairman. After your questions. 

Mr. Watt. I just want to follow up on something that Mr. Baker 
said earlier to Mr. Bernanke. 

My experience in 15 years of serving on this committee is that 
particularly in prepared comments and in off-the-cuff public com- 
ments of any kind neither the Fed nor the Secretary or any of you 
make comments that don’t have some intent. 

And I guess this is not necessarily a question unless you all want 
to respond to it. I detect a level of animosity. Secretary Paulson 
and Mr. Bernanke, in some of your comments, both prepared and 
this morning, toward the GSEs. 

Even, Mr. Paulson, at the bottom of page five and top of page six, 
your statement that, had you to do this over again you wouldn’t 
have GSEs structured like this. And I guess my comment — I hope 
this is not an intent. It seems to me that there are degrees of pub- 
lic involvement in a number of levels. Everything that we do at the 
Fed is public involvement at some level in structuring and shaping 
our economy, and the government has made a judgment that we 
will inject ourselves through the GSEs in a particular segment of 
our economy. 

So I guess my general comment is I hope you all will be a little 
more careful in projecting this because I perceive a level of animos- 
ity here that I hope is not — 

Secretary Paulson. I would like to comment on that, and I’ll be 
brief 

I feel no animosity. I have a high regard for the people who run 
these institutions and for what they’re doing. What I said is — 
which I think we all need to recognize, is that this is an unusual 
construct. 

It is an unusual construct when you have for-profit institutions 
with boards that need to be focused on earnings per share and 
their shareholders while there’s a public service mission. 
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Mr. Watt. And I acknowledge that, Secretary Paulson, but that 
same perceived conflict, I guess, would be in any responsibility that 
we imposed on shareholder institutions. CRA has that — carries 
that responsibility. Our involvement in raising or lowering the dis- 
count rate has some impact in those private markets. 

And I don’t know when you start singling out one institution or 
one set of institutions that — 

Secretary PAULSON. The reason I did it — and I think it’s impor- 
tant for people to understand this — is I — when we look at an insti- 
tution like this we need to understand and think through very 
carefully all the issues. 

And for instance I’ll just give you one example, okay. There’s 
been — 

Mr. Watt. Can I — I really had a question that I wanted to ask. 
Maybe you could give me your other construct that you would do 
if you were doing it over in writing and we could have a conversa- 
tion another time. I didn’t even really — wasn’t even seeking a re- 
sponse from you all on this — and Mr. Bernanke, I’m sure he wants 
to do it too. 

Let me quickly ask a question. One of the proposals that has 
been under consideration is in the bankruptcy code. Bankruptcy 
judges don’t have the capacity to deal with mortgage adjustments 
when folks go into foreclosure, they go into bankruptcy in fact. One 
of the proposals that is being kicfed around is the prospect of 
changing that. Do you all have any particular responses or reac- 
tions to that, any of you? 

Mr. Bernanke. I first want to say that I have no animosity 
whatsoever toward the GSEs. 

Dick Syron used to be in the Fed system, and so he’s a Federal 
Reserve veteran and he’s a good friend of mine. It’s just a question 
of public policy and what is the best way to achieve the govern- 
ment’s goals without creating risks in the financial system. 

On the bankruptcy code, it’s ironic in a way that the rules about 
separating the house from the rest of the obligations was originally 
intended to protect the borrower not the lender. So there are some 
complicated issues there. I’m not prepared unfortunately this 
morning to give you an insightful comment on that subject. 

The Chairman. Mr. Jackson, any comment? 

Secretary Jackson. The only comment is I feel the same way as 
my colleagues. I have no animosity. In fact — 

The Chairman. We’re beyond that. We’re into bankruptcy now. 

Mr. Watt. Can I just ask you all to take a look at — I think there 
are going to be some proposals fairly shortly on that issue. 

The Chairman. And I would say too, just because you would 
have done something differently if you could do it over again 
doesn’t mean you won’t work with them because I’m going to work 
with the Senate; if it was up, to me there wouldn’t be one. 

[Laughter] 

The Chairman. Mr. Paulson, do you have anything on bank- 
ruptcy? 

Secretary Paulson. Oh, I have nothing down on bankruptcy. My 
biggest focus on the strong regulator, which I just think is essen- 
tial, is that we not have it be bifurcated, that there is more flexi- 
bility with regard to their powers on capital — 
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The Chairman. Let me just say then because you’re going to 
leave, I want to acknowledge here mentioning the Senate was a lit- 
tle outdated because yesterday — we got an article dated yesterday 
in which Senator Dodd says he promised to move quickly on a bill 
to overhaul Fannie Mae and Freddie Mac and says he will keep 
those things along with the FHA. I agree with him on that; it’s a 
very encouraging article. 

And again I think we have a great deal of agreement among the 
three parties, House, Senate and the Administration. I congratu- 
late Senator Dodd, he’s — frankly he’s had a full committee mem- 
bership now with Senator Johnson back. So I’m rooting for it. 
We’ve already sent the word. We all plan to work together. 

This panel is now dismissed, and the next panel can please come 
forward. Let’s do this quickly. 

Hey, express your lack of animosity outside, guys. I have to get 
a new panel started. Please clear the room quickly so the new 
panel can get here. 

Please, please. We need to clear the room. Please don’t hinder 
that. People, please allow the witnesses to leave. You can talk in 
the hall. 

Would people please stop obstructing Senator Jackson’s ability to 
leave? 

The second panel, and in the order in which I have it, which im- 
plies nothing other than the way we got it typed up, we’ll begin 
with Mr. Daniel Mudd, who is the president and chief executive of- 
ficer of Fannie Mae, and will someone please close the door? 

Mr. Mudd, please start with your statement. All of the written 
material that any of the witnesses want to insert into the record 
will be inserted with unanimous consent, and you may now proceed 
for your 5 minutes, plus a little bit. 

STATEMENT OF DANIEL H. MUDD, PRESIDENT AND CEO, 

FANNIE MAE 

Mr. Mudd. Chairman Frank, Ranking Member Bachus, and 
members of the committee, thank you for the opportunity to testify. 

I want to focus my testimony on four points today. One, investors 
have fled the market and liquidity has dried up in many sectors 
of the mortgage finance industry. Two, what that means is that 
many loans won’t be there for those who need them the most. 
Those refinancing out of subprime or Alt-A loans, affordable apart- 
ment financings, rescue bonds and yes, as discussed, even some 
jumbo mortgages. Three, Fannie Mae is working well, and is in 
good shape to play a constructive role, but we can do more. And 
four, in all of this, I hope we can keep our focus on the long-term 
goal, a stable, available system of affordable housing and mortgage 
finance in the United States. 

Congress charted Fannie Mae, and I quote, “to provide liquidity, 
affordability and stability in the low, moderate and middle income 
mortgage market and to do so under all conditions.” That is what 
we do. That is all we do, and we do it only in the United States. 

As a number of observers have pointed out, the mortgage market 
operated smoothly through the financial crunches before such as 
1998 and in other times of distress, but not so this time because 
liquidity is not returning. In fact, if you want an example of a mar- 
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ket where the GSEs did not provide that stability, the subprime 
market from 2003 to 2007 is your case study. 

If you want an example of a market where the GSEs did not pro- 
vide long-term liquidity, that case study is happening now. We 
think more can be done, and we want to do our part consistent 
with the charter Congress assigned us to help provide stability and 
liquidity across the mortgage market. 

And accordingly, since this crisis started, we have helped lenders 
refinance about $6.5 billion of subprime ARMs into prime loans 
through our HomeStay initiative. This has helped more than 
33,000 homeowners avoid subprime payment shock. 

We have committed to fund $450 million in mortgage rescue 
packages from State housing finance agencies. Through August, 
our loan servicers have renegotiated more than 750 loan workouts 
per week, keeping about half of our seriously delinquent borrowers 
out of the foreclosure process. 

Our mortgage-backed security business is currently operating at 
record volumes as demand for conforming product increases, but 
packaging loans into securities isn’t the cure for all parts of the 
conforming market and it can’t address all the liquidity needs. 

So where possible under the limits of our portfolio ceiling, we 
have sought to fund affordable multifamily housing mortgages and 
affordable single family loans in instances where other buyers have 
exited the market. 

One of our primary tools since our creation in 1938 has been buy- 
ing and holding mortgages and mortgage-backed securities in our 
portfolio. However, as you know, our portfolio has been capped 
since May of 2006, under a consent agreement with our regulator 
OFHEO while we fixed our accounting and internal control weak- 
nesses and caught up on our financial reports with the SEC. 

OFHEO’s decision to give us some limited flexibility to increase 
mortgage market liquidity is helpful but we believe having the 
flexibility to increase our portfolio by at least 10 percent would ac- 
tually allow us to be a more active long-term investor in subprime 
refinance loans, affordable multifamily loans, and other critical sec- 
tors of the market where capital has dried up. 

We are fast closing in on the time when the terms of the OFHEO 
consent agreement will be satisfied, although this market crisis did 
not wait for us. The fact is we have made tremendous progress. We 
have reissued audited financials. We have vastly reduced our con- 
trol weaknesses. We expect to file our 2007 quarterly SEC reports 
by year end and our 2007 lOK will be on time. 

As we get current, we would anticipate the cap being removed, 
thus allowing us full flexibility to respond to the needs of the mar- 
ket and fulfill our mission. 

I am confident we can provide liquidity to help the home finance 
market without taking any risks that we’re not capable of man- 
aging. Our purchases will comply with all relevant regulatory guid- 
ance and be consistent with the internal controls framework we 
have established with OFHEO. 

We think the President’s foreclosure initiative is an important 
step. We look forward to working with the Administration to make 
it successful. Increasing the conforming limit above the $417,000 
cap to increase liquidity in the jumbo market would also be helpful. 
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Were Congress to pass it, we would support such an increase and 
be ready to act. 

And finally, to be sure, while I have spoken mostly about Fannie 
Mae and the role we should play, I want to emphasize that there 
are important roles for many institutions in this crisis. Steps can 
be taken now to improve the long-term health of the home finance 
system. 

The bad actors should be prosecuted. Transparency and clear dis- 
closures can be put in place for both consumers and investors. But 
my fear is that amidst all this turmoil and change we will lose 
sight of what has brought us so far, which is a commitment to de- 
cent, affordable housing for all Americans. 

That housing is beyond the reach of two-thirds of the low- to 
moderate-income families in America. And the difference between 
what families can afford and what a home costs is growing; it is 
not shrinking. 

The need is great and through this period and in the years ahead 
Fannie Mae is committed to doing our part. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Mudd can be found on page 180 
of the appendix.] 

Mr. Watt, [presiding] Mr. Syron. 

STATEMENT OF RICHARD F. SYRON, CHAIRMAN AND CEO, 

FREDDIE MAC 

Mr. Syron. Chairman Frank, Ranking Member Bachus, and 
members of the committee, thank you for the opportunity to appear 
today. Let me on a side note just say that these are obviously com- 
plicated issues, and there are some contentious issues involved 
here. And I very much appreciate the efforts of Chairman Frank 
to generate an honest intellectual discussion of just what the issues 
are here and to get past philosophy, in some cases, and talk about 
what we can do to help people in this country. 

Since I testified last in April, the problems in the subprime mar- 
ket have worsened, and there are indications they are spreading to 
the broader economy, and I dare say, as my friend Chairman 
Bernanke said, that I don’t think they would have done what they 
did earlier this week if they didn’t believe that was the case. 

Outside the market supported by Freddie Mac and Fannie Mae, 
mortgage money is either unavailable or available only at high 
rates. Just yesterday, I met with the originators of approximately 
70 percent of mortgages in the United States, and they told me 
that the only markets in which mortgages are being freely origi- 
nated are the markets in which the product can be sold to the 
GSEs. 

Amid this turmoil, we are taking concrete steps. We can do more. 
But we’re taking concrete steps to stabilize markets and help bor- 
rowers within the boundaries of current regulatory prescriptions. 

In February, we were the first secondary market participant to 
announce tightened lending standards to limit future prepayment 
shock for subprime borrowers, helping ensure these borrowers can 
indeed afford the homes they are in. 

In April, we committed to purchase up to $20 billion in more con- 
sumer-friendly mortgages that will better offer choices for subprime 
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borrowers. We began delivering on that commitment this summer. 
We have also seen a very substantial increase in our purchases of 
mortgages to credit-impaired borrowers. Based on our experience so 
far this year, we expect this year to buy 25 billion of those mort- 
gages, and the lion’s share of that I would consider to be in the 
subprime category, somewhere in the $15- to $20 billion dollar 
range. 

Finally, we remain very dedicated, as I think a number of people 
are, to helping borrowers avoid foreclosure. Year-to-date, we have 
worked out about 30,000 mortgages, for a total of about 200,000, 
since the beginning of 1994. 

Now these efforts will cushion the negative effect on borrowers 
and communities, but they’re not by far a panacea. Certain regu- 
latory and legislative matters are needed to alleviate the credit 
crunch, restore confidence, and help more borrowers. The Presi- 
dent’s plan for modifying FHA is a good start, as well as enhanced 
borrower education and beneficial tax code changes. But the GSEs 
can and should play a larger role. Meaningfully lifting the caps on 
GSE portfolio growth would provide a needed backstop for mort- 
gages, sending a positive signal. On that note, the recent OFHEO 
moves, I think, are beneficial in the sense that they raised Fannie’s 
cap, which I think is good, by about 2 percent. But I can tell you, 
averaging over a year, it has no effect on us. 

Similarly, a temporary lifting of the conforming loan market 
would enable us to provide needed liquidity to the jumbo market 
where rates have spiked to nearly a full percentage point above the 
conforming market. In high-cost areas in particular, a temporary 
lifting of the conforming loan limit might help prevent declines in 
home prices that could lead to additional defaults. 

In closing, let me say that a bipartisan Congress chartered 
Freddie Mac to keep mortgage markets stable and functioning in 
all periods. Freddie Mac can’t solve the whole problem, but we can 
be and should be a part of the comprehensive solution. Our job is 
to provide stable and affordable mortgage financing for families in 
U.S. cities, towns, and rural communities. Actually, that is what 
we are doing, and that’s what we want to do more of. 

Thank you very much. 

[The prepared statement of Mr. Syron can be found on page 222 
of the appendix.] 

The Chairman. Ms. Liben. 

STATEMENT OF JUDITH LIBEN, MASSACHUSETTS LAW 
REFORM INSTITUTE 

Ms. Liben. Thank you. Good afternoon. My name is Judith 
Liben, and I am a housing lawyer at the Massachusetts Law Re- 
form Institute. 

I thank you very much for this opportunity to testify about the 
mortgage crisis that has hit not only homeowners but also another 
large and growing group of people to whom very little attention 
thus far has been paid. These are people across the country who 
never took out a mortgage but are also losing their homes to fore- 
closure, and at an increasing rate. I’m talking about tenants in 
foreclosed rental properties, properties that are typically but not al- 
ways smaller buildings, condominiums, and single-family homes lo- 
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cated in low-income and indeed in more upscale neighborhoods 
across the country. 

Many times a lender, who in this testimony I’m going to call the 
banks, because that’s what they’re called on the street, whether 
they’re originators or servicers or other things. Many times the 
banks end up owning rental properties after foreclosure, just as 
they do other properties. And then what happens to the families, 
the individuals, the elders who live in the building? We have in the 
last 2 weeks since we received this very kind invitation to testify 
here, collected stories and articles from around the country in 
many States. In our testimony we’ve listed those States. And those 
stories have turned out to be remarkably similar. 

The Chairman. And under the general — they’ll be part of the 
record, the package you gave us will be inserted in the record. 

Ms. Liben. Thank you very much. And, Mr. Chairman, one more 
article came in last night which I’m going to talk about, and if I 
could give that to the committee, I would appreciate it. 

The Chairman. Okay. 

Ms. Liben. The stories are remarkably similar. From State to 
State, here’s what happens. First, the banks typically evict all the 
renters in the building, for various reasons, but out they go. And 
they evict them very, very quickly. Often tenants don’t even know 
there has been a foreclosure. They are the last ones to find out, and 
that there’s a new owner, until some guy — it’s usually a guy — 
comes around and says the bank now owns your building. Here. We 
have a program called Cash for Keys. We’ll give you $500 if you 

f et out in a week or 5 days, it obviously varies. Or we’ll give you 
800 or maybe even $1,000. And many tenants do just that. 
They’ve already lost their security deposit. They take this small 
amount of money. They have no place to go and they leave. And 
as the Congresswoman from New York says, they go into a rental 
market where they may now be competing with the foreclosed 
homeowners who are looking to rent. 

If a renter doesn’t take this Cash for Keys pittance, they will 
then go through the legal process where they’ll be put out within 
3 to 30 days in most States, with no defenses that you’re allowed 
to present in court. And the banks are evicting even in those few 
jurisdictions and States where it is unlawful, it is prohibited from 
evicting tenants after a foreclosure. So, mass evictions are one 
enormous problem, and I can tell you how widespread that problem 
is later. 

Second, while tenants are living in the buildings, the foreclosing 
banks typically refuse to maintain, make repairs, and very often 
don’t pay the utility bills so that people are left without water, 
without heat, etc., to the point where some communities are start- 
ing to get alarmed. One of the articles we attached is from Oakland 
where the city attorney got together a group of people, and he said 
that in his city, it is becoming a humanitarian crisis. 

Of particular concern to this committee is what’s happening to 
Section 8 tenants. This is in the housing side of your committee. 
I’ve brought with me an article from Atlanta in which over 200 ten- 
ants have been evicted from their Section 8 housing in the last — 
I’m sorry, I don’t remember the period of time — and this is housing 
in which the owners took the Section 8 subsidy and yet somehow 
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didn’t pay their mortgage, and those tenants are out, and now the 
housing authority is struggle to see how on earth can we help 
them. 

And, of course, vacancies lead to a downward spiral of neighbor- 
hoods, obviously crime problems, and the properties become less at- 
tractive. So even when it would make good business sense for 
banks to try to keep the buildings occupied, bring in a rental 
stream, make it more attractive to buyers, they usually refuse to 
do so. 

How widespread is this problem? Well, perhaps there’s some 
study out there that gives nationwide statistics, but we haven’t 
been able to find them, although I do think some of the databases 
collect foreclosures by owner occupied and non-owner occupied. But 
let me give you one very revealing example. In Minnesota, they 
keep good track of foreclosures. And in Hennepin County, which in- 
cludes the Twin Cities and the nearby surrounding suburbs, there 
were about 3,000 foreclosures in 2006, which was a 100 percent in- 
crease over 2005. Thirty-eight percent of those foreclosures, city 
and suburb, applied to rental properties. And remember, when we 
say rental properties — excuse me. I’m sorry. My time is up. 

The Chairman. You can take another 30 seconds to finish up. 

Ms. Liben. Rental properties may be many, many units within 
a building, so we don’t know how many families are affected. Thir- 
ty-eight percent applied to rentals, and in the City of Minneapolis 
itself^ 56 percent. This is very common in cities where you have a 
higher proportion of rentals. It’s not an isolated case, and you’ll 
find this replicated in other places. 

And at some point, if someone wants to question us, we have — 

The Chairman. Yes. That’s the general rule. 

Mr. Liben. Thank you. 

[The prepared statement of Ms. Liben can be found on page 140 
of the appendix.] 

The Chairman. All right. Next, Mr. John Robbins, who is chair- 
man of the Mortgage Bankers Association. 

Mr. Robbins. 

STATEMENT OF JOHN ROBBINS, CHAIRMAN, MORTGAGE 
BANKERS ASSOCIATION 

Mr. Robbins. Mr. Chairman, and Ranking Member Bachus, as 
you know, the Mortgage Bankers Association has been in constant 
dialogue with this committee since the credit crisis unfolded. The 
present proposals are a welcome addition to the debate, and let me 
start by saying that we support them. While they are not a silver 
bullet, they offer additional options to distressed borrowers. We 
have long advocated many of these changes, such as FHA mod- 
ernization, RESPA reform, and financial literacy. We encourage 
other actions not addressed by the President and would be happy 
to discuss those with you as well. 

We strongly agree with the President’s proposal to modify the 
RESPA rules to promote better comparison shopping by consumers 
to provide clear disclosures, limit settlement cost increases over 
their initial quotes, and require better disclosure of broker fees. 
The mortgage settlement process today is flawed. It floods bor- 
rowers with so much paperwork that predators can easily hide in 
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plain sight. The right RESPA reform will leave predators far fewer 
places to hide and make it easier to shop for a good deal on a mort- 
gage and lessen surprises at the closing table. 

The President supports State regulator-based efforts to create a 
mortgage broker registration system. This will be an important im- 
provement for consumer protection. In fact, we believe all loan 
originators need to be registered regardless of their parent com- 
pany’s charter. It’s the only way we’ll ever be able to hunt down 
and punish bad actors. 

Borrowers should also receive improved and timely disclosures 
from mortgage brokers. These disclosures should clearly explain 
the broker’s compensation and their relationship to that borrower. 
The MBA has always championed financial literacy. Our home loan 
learning center receives over a million inquiries a month currently 
from consumers who are looking to educate themselves. If an edu- 
cated consumer is the best defense against predatory lending, then 
an uneducated consumer is a predator’s dream. We must devote re- 
sources to help people help themselves. 

The President supports efforts to fight fraud and vigorously en- 
force existing consumer protection standards. We welcome this 
scrutiny and think it is long overdue. We also agree with the chair- 
man and others that in order to have a smoothly functioning regu- 
latory system, we must have a strong regulatory enforcement sys- 
tem. 

The President proposes to exclude forgiven mortgage debt from 
a borrower’s gross income. While we support this effort, any change 
must be done in a way that preserves the incentive for borrowers 
to work with their lender on loss mitigation, and does not encour- 
age foreclosures. 

The House has already taken significant steps to enact FHA 
modernization. We urge you to work with the Senate to complete 
work on this important bill and send it to the President. Empow- 
ering FHA will give distressed borrowers another important tool 
and help provide more options for first-time home buyers in the fu- 
ture. 

The President’s plan includes a new foreclosure initiative. Mort- 
gage servicers are already today working through problems with 
their customers. Several CEOs from our largest member companies 
met with Secretary Paulson last week to discuss their efforts. We 
are working with NeighborWorks, the Housing Preservation Foun- 
dation and other community, consumer and civil rights groups to 
ensure that our customers are receiving the maximum amount of 
help we can provide. 

One issue that the President did not address is how the GSEs 
can be an active partner in addressing the credit crunch and help- 
ing distressed borrowers. Subject to appropriate safety and sound- 
ness considerations and investment parameters, we support an in- 
crease in the GSE portfolio caps to immediately inject liquidity into 
the housing market. We welcomed OFHEO’s action yesterday in 
this direction and hope they will move further soon. 

Finally, we believe that finishing GSE reform legislation would 
help add confidence to the secondary market and protect the mort- 
gage market into the future. 

Thank you. 
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[The prepared statement of Mr. Robbins can be found on page 
207 of the appendix.] 

The Chairman. Thank you, Mr. Robbins. And now Mr. Harry 
Dinham, who is the past-president of the National Association of 
Mortgage Brokers and runs the Dinham Companies. 

Mr. Dinham. 

STATEMENT OF HARRY H. DINHAM, CMC, PAST-PRESIDENT, 

NATIONAL ASSOCIATION OF MORTGAGE BROKERS, THE 

DINHAM COMPANIES 

Mr. Dinham. Thank you, Mr. Chairman, Ranking Member Bach- 
us, and committee members. I appreciate the opportunity to testify 
before you on what can be done to minimize and mitigate fore- 
closures for both today and tomorrow. 

First we would like to commend Chairman Frank and Ranking 
Member Bachus for requesting a GAO study on the causes of fore- 
closure. We look forward to the findings of this study. I have been 
in the mortgage business for 40 years. Like most of my fellow 
NAMB members, I am a small business owner living in the same 
community where I work. We are witnessing firsthand the severe 
impact that the current credit crunch is having. Thousands of bor- 
rowers are facing resets on their loans but unable to either refi- 
nance or sell their home in this slumping housing market. To put 
it simply, people are losing their homes, and there’s no way to 
measure the harm that it’s causing. In fact, my home State of 
Texas has one of the highest foreclosure rates in the country. 

Unfortunately, hundreds of large lenders are closing their doors, 
shutting down their warehouse lines of credit, shifting their busi- 
ness in-house, and forcing retreat from those communities where 
they need help the most. Because of this, there are fewer partici- 
pants in the market, which means less competition, less choice, and 
increased cost for consumers who are already struggling to find af- 
fordable loans. 

I want to say that NAMB also supports sensible legislation and 
supports efforts to accomplish this. There are a number of steps 
that Congress can take to help struggling consumers. The first of 
these steps was taken by the House just 2 days ago when it passed 
H.R. 1852. We applaud the committee for pushing forward FHA re- 
form, and we urge the Senate to act swiftly so that this important 
legislation can go to work. 

But more can be done. The turmoil that was once confined to the 
nonprime market has now spread into the nonconforming and 
prime market. The widening spread between conforming and jumbo 
loans, one could say a panic premium, is calling for increased loan 
limits, lifting of portfolio caps, and a return to stability in the mar- 
ket. 

While we are in favor of OFHEO’s recent policy change, we urge 
OFHEO to further restore confidence in our markets by lifting GSE 
portfolio caps more broadly. If the regulator cannot and will not 
act, we support legislative action to make this happen. 

We also firmly support increasing the GSE’s conforming loan lim- 
its to make financing more accessible and affordable for home- 
owners, especially those living in high-cost areas, as was accom- 
plished by the House and this committee earlier this year. 
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In addition, we support initiatives to provide temporary tax relief 
on canceled or forgiven mortgage debt, and believe the bankruptcy 
code should be amended to give borrowers a chance to work out 
their mortgage. Homeowners should not be punished because they 
reached out to their lenders to restructure their loans to keep their 
home. 

While these are essential solutions for today, other measures can 
also be taken to offer meaningful consumer protection for the gen- 
erations of future borrowers: 

Raising the bar to entry for the mortgage profession by estab- 
lishing uniform minimum standards for education, testing and 
criminal background checks for all mortgage originators; 

Establishing a national registry for all mortgage originators, 
such as the one put forward by Ranking Member Bachus, along 
with several other leading members of this committee in H.R. 3012; 

Requiring escrow accounts for taxes and insurance on all first 
lien, nonprime loans, regardless of LTV; 

Strengthening enforcement actions against deceptive and mis- 
leading advertisements; 

Reforming the mortgage disclosure system, and moving forward 
with RESPA reform, so long as it does not confuse consumers, pick 
market winners and losers, or unfairly and unlawfully harm small 
business; and 

Improving consumer financial literacy. Clearly the best invest- 
ment we can make for the future is taking measures designed to 
educate consumers so that they can comparison shop and make in- 
formed financial decisions. 

NAME has been dedicated in its efforts to move forward many 
of these proposals, and looks forward to continuing to work with 
this committee as well as respective regulators on accomplishing 
these effective solutions. 

Thank you. I am available to answer any questions. 

[The prepared statement of Mr. Dinham can be found on page 84 
of the appendix.] 

The Chairman. Thank you. Next, Mr. Bruce Marks, who is the 
chief executive officer of the Neighborhood Assistance Corporation. 

Mr. Marks. 

STATEMENT OF BRUCE MARKS, CHIEF EXECUTIVE OFFICER, 

NEIGHBORHOOD ASSISTANCE CORPORATION OF AMERICA 

Mr. Marks. It is good to be here, Mr. Chairman. Thank you very 
much. And I want to also thank you for focusing on the tenants, 
because that’s important, and the rental housing. 

I’m not going to actually read the comments that are presented 
in my written statement because I want to respond to some of the 
issues that I’ve heard and the comments that I’ve heard over the 
last 2 or 3 hours. 

The first thing we should be clear about is that the subprime 
lending crisis was never about homeowner ship; it was about gener- 
ating Mllions of dollars in fees for brokers, for investment bankers, 
for lenders, and for the rating agencies. There are six major players 
out there, those four plus the borrowers and the investors. Right 
now the two who are holding the responsibilities and are being 
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hurt financially are primarily the borrower, but to a lesser extent, 
the investors. 

So let’s be clear. Because how could you say it provides home- 
ownership for working people when you have the products which 
are, one of the products is a strangulation ARM. A strangulation 
ARM is not the traditional adjustable rate mortgage which goes up 
and down as either the prime rate or the LIBOR rate goes up or 
down. These are loans structured to fail. They start out at an af- 
fordable mortgage payment, usually at 6 or 7 or 8 percent, and 
then they double. Well, who can afford an interest rate of 10 or 11 
or 12 percent? They’re structured to fail. 

But if that’s not bad enough, then you have option ARMs — nega- 
tive amortization mortgages. Well, that means that when you make 
your payments every month, you owe more. You owe more. That’s 
also a predatory loan. 

Thirdly, if that’s not bad enough, we have no docs. No 
verification. Put down anything and you can get a mortgage. Why 
did the lenders and investment bankers do that? Because they gen- 
erated billions and billions of dollars in fees. And that’s where we 
are today. So, please, don’t say that the subprime lending market 
provided homeownership for working people or for minority home 
buyers. It did not. 

And we’re talking about a crisis out there. It’s nice to hear all 
these things we’re nibbling around the edges. We’re talking about 
two, three, and four million people losing their homes. We’ll be 
back here in 6 months, saying that what we said here today didn’t 
even begin to address the issue out there, because it’s a crisis. It’s 
a crisis, and it’s going to get much, much worse. And I don’t 
think — either people are not being — don’t realize it, or they’re not 
being honest out there. 

On the ground you see it. There is a solution out there. The solu- 
tion is not a taxpayer bailout. It’s not even some of the things we 
heard about today. It’s about restructuring loans. The lenders cre- 
ated the problem. The brokers also created the problem, but the 
problem is, you can’t find them. They are like roaches; once you 
step on one, there are about five more. But the lenders are out 
there, and they created the problem, so they need to fix it. 

So what’s the answer? Take what people can afford. Take their 
net income, their required liabilities they have to pay every month, 
their required expenses, determine what they can afford, and say 
to the lenders, restructure the loans. 

But look what’s happening on the ground out there. Look what 
the lenders are doing. They’re saying to people, yes, you’ve made 
your payments out there. Yes, we understand you could afford a 6 
or 7 percent interest rate. But now we’re saying you have to — we 
won’t let you out because of the prepayment penalty. And by the 
way, you’re going to have to pay 10 or 11 or 12 percent. And who 
can afford it? Massive numbers of people are losing their homes. 

I know it might be a little bit controversial to say, and it might 
get people a little angry, but I’m not sure what else to call that ex- 
cept economic terrorism. Because that’s what’s going on in this 
country. Hardworking people — because, remember, we have a rea- 
sonably strong economy — are losing their jobs — or not losing their 
jobs, but they’re losing their homes. And these lenders and 
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servicers and the largest one in the country, Countrywide, well, 
they’re engaged, as are others, in economic terrorism. 

And then we hear from Fannie Mae and Freddie Mac, and they 
want to increase their limits. But they are now the 600 pound go- 
rilla out there. They can determine this market. They can have a 
tremendous impact on what goes on. So before their limits are in- 
creased, they should say we will not buy mortgages from people 
who are engaged in unfair, deceptive, and maybe economic terrorist 
tactics until they reform their overall policies, not just for the loans 
that they buy. 

So it’s crucial on the ground — ^you know, the last thing I want to 
say is, I hear too much about how we’re blaming the victims. The 
analogy is, if a car maker makes a vehicle that goes into overdrive 
and kills lots and lots of people, what do we do? We say to them, 
you have to correct your defective product. We don’t say to the driv- 
ers, you’re responsible. You’re to blame, and we’re going to take ev- 
erything from you. Well, that’s what’s going on. The lenders cre- 
ated it, the lenders profited from it, and the lenders have to fix it. 

Let me go on and talk a little bit — 

The Chairman. You have another 30 seconds. 

Mr. Marks. I have another 30 seconds? There is a good way — 
there is a way to do it. NACA provides prime loans to subprime 
borrowers. We have $10 billion of a mortgage that is no downpay- 
ment, no closing costs, no fees, lending to subprime borrowers. The 
interest rate today is 5.375 percent for a 30-year fixed loan. One 
product. The performance of our loans is better than anything out 
there. So this argument that you have to compensate for risk for 
subprime borrowers by providing them with a mortgage that is 
unaffordable, it’s a self-fulfilling prophecy. If you provide prime 
loans to subprime borrowers that are affordable, they become 
prime borrowers. 

So we have committed a billion dollars out of that money to refi- 
nance people out of their predatory loans. But a billion dollars is 
a drop in the bucket out there. So what has to happen — and we 
have over 50,000 people who have responded. We have to do much 
more. The lenders have to restructure these loans. 

Thank you very much, Mr. Chairman. 

[The prepared statement of Mr. Marks can be found on page 173 
of the appendix.] 

The Chairman. Next, Mr. Alex Pollock, who is a resident fellow 
at the American Enterprise Institute. 

Mr. Pollock. 

STATEMENT OF ALEX J. POLLOCK, RESIDENT FELLOW, 
AMERICAN ENTERPRISE INSTITUTE 

Mr. Pollock. Thank you. Mr. Chairman, and members of the 
committee, what we’re dealing with is the deflation of a classic 
credit-inflated asset bubble. Financial markets and governments 
have been here many times before. In response, it’s sensible to 
have temporary programs to bridge and partially offset the impact 
of the bust and to reduce the changes of a housing sector debt de- 
flation. 

We can also take long-term steps to fundamentally improve the 
functioning of the mortgage market. And here, as some of you 
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know, I have a very simple but I believe very powerful idea, which 
is to tell borrowers what they really need to know about the mort- 
gage in a clear and straightforward way. I appreciate the sup- 
porting comments of Congresswoman Maloney and Ranking Mem- 
ber Bachus and Secretary Paulson for this idea earlier today. 

Needless to say, the unsustainable expansion of the subprime 
mortgage credit activity, but more importantly, the great American 
house price inflation of the 21st Century are over. Typical esti- 
mates of credit losses to lenders and investors are about $100 bil- 
lion. All these elements of boom and bust display the classic pat- 
terns of recurring credit overexpansions and their aftermath, as 
colorfully discussed by such students of financial cycles as Charles 
Kindleberger, Walter Bagehot, and Hyman Minsky. 

It’s important to remember that the boom gets going because 
people experience financial success. This time we had the greatest 
house price inflation ever, according to Professor Robert Shiller, 
who carefully studies these matters. If the price of an asset is al- 
ways rising, the risk of the loans comes to seem less and less, even 
as the risk is in fact increasing, and more leverage always seems 
better. 

Now house prices are falling on a national basis, and with excess 
supply and falling demand, it’s not difficult to arrive at a forecast 
of further significant drops in house prices as well as continued in- 
creases in mortgage delinquencies and defaults. 

So, what to do? There are two categories of possible responses, 
as I said. Temporary programs to bridge the bust, and funda- 
mental, long-term improvements. In the bridging-the-bust category, 
I think looking for an appropriate means of refinancing adjustable 
rate subprime mortgages is a project definitely worth pursuing. 

President Bush, H.R. 1852, numerous Members of Congress and 
the FHA itself, as Secretary Jackson was saying this morning, have 
suggested using the FHA as a means to create a refinancing capa- 
bility for these subprime mortgages, and I think this makes sense, 
because the FHA is and always has been since its creation in 1934 
a subprime lending institution. 

While we’re pursuing this, though, we also have to consider that 
the mortgage servicers, who are the ones who actually deal with 
the borrower, are agents for the bondholders of securitization 
trusts in most of the cases. Their duty as agents is to maximize the 
returns of the bondholders of the trust. But I believe that a special 
program in which the FHA could refinance 97 percent of the cur- 
rent value of the house and the investors would accept a loss on 
any difference between that and the principal owed, would in fact 
be an alternative preferable to foreclosure for the investors, as well 
as obviously so for the borrowers. Chairman Bernanke also ex- 
pressed this view a few minutes ago. 

Regarding Fannie Mae and Freddie Mac, I do not favor an in- 
crease in the conforming loan limit and thereby expanding implicit 
government subsidies to the jumbo market. But perhaps, odd as it 
may seem coming from someone at AEI, I do favor granting Fannie 
and Freddie a special authorization for an increased mortgage port- 
folio. 

However, I believe this should be strictly limited to a segregated 
portfolio devoted solely to refinancing subprime ARMs. In my view. 
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such a special authorization might he for $100 billion each and in- 
clude the ability to purchase FHA-insured subprime ARM 
refinancings. That would give FHA loans both a Ginnie Mae and 
a Fannie/Freddie outlet for funding, but it needs to be strictly lim- 
ited to this purpose. 

Finally, a market economy based on voluntary exchange requires 
that the parties understand the contracts they’re entering into, and 
in particular, a good mortgage finance system requires the bor- 
rowers understand how the loan will work and how much of their 
income it will demand. It’s utterly clear that the current American 
mortgage system does not achieve this. A recent striking study by 
the FTC confirmed this with consumer research. This is a funda- 
mental failure of the American mortgage system. 

So what we need to get is informed borrowers so they can better 
protect themselves. That means information, as others have said. 
It has to be simply stated and clear in regular-size type, and pre- 
sented from the perspective of what commitments the borrower is 
making. That is, the disclosure should focus on the financial impact 
on the borrower — and this can be done on one page. Mr. Chairman, 
here it is. I call it Basic Facts About Your Mortgage Loan. I believe 
a borrower should get this well before closing signed by the lender. 

I really appreciate the fact that Ranking Member Bachus and co- 
sponsors have included this proposal in H.R. 3012, that Congress- 
men Green and McHenry are working on a bill along these lines, 
and that Senator Schumer announced his intent to introduce a 
Senate bill with this proposal yesterday. I think this is a com- 
pletely bipartisan idea, and with whatever else we do, we ought to 
do that. Thanks again for the opportunity to be here. 

[The prepared statement of Mr. Pollock can be found on page 195 
of the appendix.] 

The Chairman. The questioning will begin with the gentleman 
from Massachusetts, Mr. Lynch. 

Mr. Lynch. Thank you, Mr. Chairman. Thank you for holding 
this hearing. I want to thank the ranking member as well, and I’d 
like to thank the panelists here for their help in informing the com- 
mittee and helping us with our work. 

I know that most of you on this panel were here for most if not 
all of the testimony of the previous panel, Mr. Paulson and Mr. 
Bernanke especially, but I personally got the sense by their re- 
marks — and this was true of the previous hearing, that they are of 
the opinion that this crisis was either well in hand or actually be- 
hind us. 

And I think that is in stark contrast to some of the comments 
I’ve heard here today. Ms. Liben and Mr. Marks, I think, you’ve 
been emphatic in the scale and the scope of this problem. I also 
think Mr. Bernanke, especially in his remarks, evidenced by his 
statement that he thought the GSEs in their offer of help, the help 
ought to be temporary and they ought to do it quick because pretty 
soon the market is going to take care of this thing and there will 
be no crisis. 

I am not of that opinion. I’ve read through all of your testimony. 
Mr. Mudd, I noticed had a very good synopsis of the scale of the 
problem, and you note correctly that there is about $600 billion in 
subprime mortgages that will not reset until 2008. 



45 


And that will be another impact as well, not only in the 
subprime market but also in the wider markets. We don’t have a 
compartmentalized economy here, and I think as you’ve indicated 
there will be a wider impact. 

My feeling is that as far as the GSE’s role, they need to get in 
the game in a bigger way. We set them up in the charters here to 
do exactly what they need to do right now and provide liquidity. 

I have in my hand, you wouldn’t know it from the previous testi- 
mony, but there is a list of 80 lenders that have closed shop or 
been acquired or stopped making loans. I have a list of about 120 
hedge funds and private equity funds that are in dire straits be- 
cause of their investments in subprime paper. 

I would like to ask you, Mr. Mudd specifically, given that the 
consent decree which capped your portfolio was built around sev- 
eral requirements and actions you needed to take in order to fix 
the accounting and control problems that were discovered, can you 
update this committee as to where you stand on your financial re- 
porting and other remediation efforts and where are we in that 
process? 

I know the chairman called at the beginning of this hearing for 
the Senate to take up the GSE bill, and I am in full support of 
that, but I’d like to just get a snapshot of where we are in this 
process. And Mr. Syron, if you could, elaborate on your side as well. 

Mr. Mudd. Sure, absolutely. Congressman. We’re registered with 
the SEC. We completed our restatement, which was redoing the fi- 
nancials from 2001 through 2004. We have subsequently issued our 
financials for 2005 and 2006. We would expect to have the quar- 
ters, the quarterly report 10-Qs out for 2007 and to file the year 
as with other companies, completing the current year on time this 
year. 

Those are kind of the items that have been checked off. The 
other way to think about those is it’s not just going through the 
paces. But there is an enormous amount of underlying work that 
starts with a review of all your accounting policies, rebuilding the 
systems that support those, rebuilding the team, not only in the ac- 
counting department but at various levels of management, chang- 
ing board procedures, and creating independent reporting. 

Indeed, the chairman of our audit committee is the former head 
of the EASE, to take one example. So there has been really an 
overhaul from top to bottom that has produced that amount of 
progress. So I guess my argument would be that while we’re antici- 
pating being a current filer, and having all those items solved, 
we’re not there yet, and I understand that’s for us to do. 

But certainly in this time we’ve made more than 10 percent im- 
provement in the way that we operate that would justify a 10 per- 
cent increase in the cap. 

Mr. Lynch. Okay. Absolutely. 

Dr. Syron. 

Mr. Syron. Thank you. Congressman Lynch. Don’t call me “doc- 
tor” because I don’t do colds. 

Our situation, I think, is quite similar in a lot of ways to what 
Dan talked about. I mean we have totally rebuilt our organization 
in terms of the management of the organization, order of the orga- 
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nization, our accounting systems, our control systems. This takes 
a while. 

We have made, I think, enormous progress. We have a little 
ways to go. But we filed this year — no, last year right after the 
turn of the year, we filed quarters for this year. We’ll file another 
quarter before Thanksgiving. We will file our 2007 10-K on a time- 
ly basis. 

Shortly after that we will be filing with the SEC, and again I like 
the construct that Dan used. If you wanted to say there wasn’t any 
cap on these institutions — and I’ve been open in previous history 
in saying that I think in some parts we grew too fast, but gee, to 
have a complete ceiling now, right, while these organizations have 
made substantial progress and say, well, you have to wait until you 
get to the total end — I mean these organizations are creatures of 
the body politic, and they should do what the body politic wants. 

The body politic set a capital ratio for the organization. We 
agreed because of our problems to have a 30 percent cap over that. 
It’s a cap even on top of that. 

Mr. Lynch. Okay. Mr. Chairman, could I have 30 seconds? 

The Chairman. Very quickly. 

Mr. Lynch. All right. I just want to thank — Mr. Mudd, I know 
you’ve done some great work with the Mass Housing Finance Agen- 
cy in my district, as well as Ms. Liben and Mr. Marks, you’ve done 
great work in my district putting people, hardworking people, 
maybe some low-income people but hardworking people into hous- 
ing that they could afford, and that is much appreciated. 

I yield back, Mr. Chairman. 

The Chairman. The gentleman from Texas. 

Mr. Hensarling. Thank you, Mr. Chairman, and again, thank 
you for holding this hearing on a very important and somewhat 
vexing challenge that our Nation faces. 

I ask myself several questions every time we have a hearing on 
the subject of the subprime market. Number one, how big is the 
problem? If we take a snapshot of it today relative to 2002, perhaps 
it isn’t that bad. I’m not sure we have a crisis. 

Certainly individuals who lose their jobs and lose their homes 
have a personal crisis, but my concern is where is it headed, par- 
ticularly with all the resets scheduled for next year. So we ask our- 
selves the question, what is it that we do now if we fear larger eco- 
nomic implications for our Nation, and number two, how do we pre- 
vent it from happening in the future, and will whatever cure we 
concoct be better than the illness? 

Second, let me ask the gentleman from the GSEs, you’re clearly 
advocating an increase in your loan limits, but I’m still a little un- 
clear on how this is going to help the subprime market. 

I’m also under the impression, correct me if I’m wrong, that noth- 
ing prevents you from securitizing the subprime loans as we speak. 
Tell me, why wouldn’t we instead be wiser to decrease your loan 
limits and force a greater focus on the subprime market, Mr. 
Mudd? 

Mr. Mudd. Thank you. Congressman. 

Two points. One is with respect to the limits. When Congress 
first established those limits the idea was — I think at least accept- 
ed that prices weren’t the same everywhere so there was a higher 
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limit in Alaska and Hawaii, as it turned out. But if you look now 
at the prices of homes, the average price of a home in Alabama or 
Mississippi is in the vicinity of $^100,000; in California it’s in the 
vicinity of $800,000. 

For a lot of areas in this country, a fairly expensive home actu- 
ally often turns out to be a starter home. So if that’s an issue that 
Congress wants to pursue, I said we’d be happy to act there. 

With respect to the size of the portfolio cap as a general matter — 

Mr. Hensarling. Excuse me. I was just speaking of your loan 
limits, not your portfolio cap. 

Mr. Mudd. That’s the principal focus on — and I think the second 
part of your question was how does that affect the other part of the 
market. 

I guess the only illustration that I would give you is that there 
seems to be a notion that each of these markets operates as its own 
contained bucket of liquidity. So there’s subprime and Alt-A and 
prime and jumbo, and it turns out that actually it’s a broad pool. 
There are distinctions between those various products, but an in- 
crease in liquidity overall in the market is generally helpful to ev- 
erybody. 

It’s true that so far the conventional conforming piece, our piece 
that we focus on, has held up pretty well. The neighboring sectors 
of the market have not held up well, and there are those there that 
would tell you this is worse than — 

Mr. Hensarling. If I could, don’t the jumbo tend to be the more 
profitable for your company? 

Mr. Mudd. Well, we don’t do jumbos. We don’t do jumbos right 
now, and I would say as — 

Mr. Hensarling. Would they prove to be the most profitable? 

Mr. Mudd. And I would say the profitability would generally be 
comparable to the broad scale of loans that we invest in. 

Mr. Hensarling. Dr. Syron, nothing personal, but in the interest 
of time. I’m going to move on. 

Mr. Pollock, I can’t tell you just how much enthusiasm I have for 
your one-page disclosure form. It is only exceeded by my enthu- 
siasm at Congresswoman Maloney’s response, since she is in a far 
better position to do something about it. 

I have always feared that as Congress mandates more disclosure, 
that eventually too much disclosure becomes no disclosure, so I ap- 
plaud you for that. 

But in the remaining time that I have, I looked at part of your 
testimony where you speak about how Federal intervention should 
be temporary, inhibit as little as possible personal choice and long- 
run innovation and we in Congress should not — careless lenders, 
investors, speculative borrowers. 

Could you speak a little bit about moral hazard as far as what 
incentives Congress would provide should we choose to bail out the 
players in the market? 

Mr. Pollock. First of all. Congressman, thanks very much for 
your comments on the one-page form. 

I think the moral hazard issue is exactly what I was trying to 
get at in the paragraph which you quote there from my testimony. 
In the bust where there is a danger of a debt deflation where de- 
clining asset prices lead to greater defaults, lead to further declin- 
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ing asset prices you can do temporary things I think sensibly, and 
I mentioned a couple of the things I think you might. 

But in doing that you don’t want to do all the other things I men- 
tioned. You don’t want to bail out careless investors, careless lend- 
ers, speculators, liars, and you do, above all, want to do things 
which are temporary. 

I have done a study of the history of government-sponsored en- 
terprises. 

The Chairman. We don’t have time for the history. If we can get 
contemporary — 

Mr. Pollock. Can I summarize the history, Mr. Chairman, in 10 
seconds? 

The Chairman. No, if you could answer in the policy term, we 
are over time. 

Mr. Pollock. It is this, that government-sponsored enterprises 
are a deal between the government and an enterprise, which the 
government should look at again every once in a while. And the no- 
tion of a program which focuses Fannie and Freddie more on refi- 
nancing a specific asset, subprime adjustable rate troubled loans 
would in my mind come in the realm of such a temporary deal. 

Thank you, Mr. Chairman. 

Mr. Hensarling. My time is up. Thank you. 

The Chairman. The gentleman from North Carolina. We’ll do 
that, then we’re going to go through some votes. I would ask the 
panel to stay. 

I certainly plan to come back. I think these may be the final 
votes of the day. I apologize, but it is — a lot of the staff will be here 
and members will be here and I do plan to come back and I would 
hope to ask my questions. 

The gentleman from North Carolina. 

Mr. Miller of North Carolina. Thank you, Mr. Chairman. 

Mr. Pollock, I’m sure that Mr. Hensarling would be even more 
surprised that I also agree that the current disclosures are appar- 
ently intentionally incomprehensible. They come at closing when 
it’s too late to do anything about it, and usually the borrower signs 
10 or 15 pages in 2 or 3 minutes. And so not surprisingly a lot of 
people don’t know what they’ve signed and what’s in their loan. 

Where I think we part company is your apparent belief that bet- 
ter disclosure is enough, and is a solution in and of itself. 

Mr. Pollock, if someone who has been hurt in a car wreck hires 
a lawyer and the insurance company tells the lawyer, we’ll pay 
$40,000, but if your client takes $20,000, we’ll pay you $10,000, if 
that’s disclosed, if the client signs a piece of paper and says they 
agree to that, is that okay or is there something wrong with that 
is not fixed by disclosure? 

Mr. Pollock. Congressman, thanks for that question. My point 
was not that disclosure addresses the current situation but that it 
addresses a really important element of a long-run, very much 
needed fix in the way our entire mortgage finance system works. 

Mr. Miller of North Carolina. Do you agree with me that the 
facts that I posed is a betrayal of faith, it is fraudulent, it is mor- 
ally reprehensible? 

Do you agree with me that that is not okay, even if it’s — even 
if the client signs a form and says I agree to this? 
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Mr. Pollock. The point is not to get you out of the commitment 
or to put you into a bad commitment because you signed the form. 

The point is to make sure that you understand what you’re 
doing, and if you choose to take risks, and I think Americans 
should be able to take risks if they choose to, but they ought to 
know what risks they’re taking. 

Mr. Miller of North Carolina. Fair enough. 

A couple of years ago, I think, Mr. Dinham’s predecessor testified 
here and I showed him a rate form, a rate sheet from a mortgage 
lender that went to brokers. And down one side of the form was 
a grid. Down one side of the form it showed credit scores and then 
across the top it showed loan to value or vice versa, and then it 
showed the interest rate that the borrower qualified for. 

But there was a footnote, and at the bottom it said that for every 
point higher interest that the borrower agreed to pay the broker 
would get an additional half-point payment from the lender. It’s 
called a yield spread premium. 

I asked him about it. He first said that, well, I don’t do business 
with that lender. And I said, well, you do business in this area; 
does that happen, is that a common practice? And then I got a fair- 
ly long non-answer that I took to mean yes, that happens, it’s a 
fairly common practice. 

I said if you have a consumer who could have gotten a 7 percent 
loan on the very same terms but instead gets a 9 percent loan 
where the broker gets a one percent additional yield spread pre- 
mium in addition to whatever up-front commission they would 
have, does that strike you as something the law should allow? 

And he said that is part of the agreement between you as a cus- 
tomer and me, that’s part of my total compensation, that has been 
disclosed to you, it would be okay. But if this is a bonus that is 
outside the plan, if it is not disclosed on a good faith estimate or 
anything else and I said, so if a consumer signs a piece of paper — 
at that point the subcommittee chairman Bob Ney, Mr. Ney, inter- 
rupted me and told me my time had expired. Do you believe the 
law should allow that? 

Mr. Pollock. I believe the law should encourage competitive 
markets. If you go to one store you can buy tomatoes for $1 and 
they might be $1.50 someplace else, and it would be the same to- 
matoes. But if it says on the label $1.50, that’s the price you ought 
to pay, we ought to have markets that make it as efficient as pos- 
sible for people to understand what they’re really getting into and 
what they’re really paying. 

The disclosure I recommend focuses less on what the broker gets, 
although I know that’s an issue in many people’s minds, than ex- 
actly what commitments the borrower is making. I think the most 
important thing is, borrower, do you understand what commit- 
ments you’re making and how much of your income it’s going to 
take. 

Mr. Miller of North Carolina. Mr. Pollock, do you think on 
your one-page form instead of showing what the interest rate is 
and may become it should also show what you qualified for based 
upon how well you’ve paid your bills over your lifetime? Do you 
think that’s something that’s not on your form that should be? 
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Mr. Pollock. That would be something we could talk about, 
Congressman. I’d have to think about that. 

The Chairman. The gentleman’s time has again expired and we 
do have to go on. 

I will, Mr. Pollock, when I come back, ask you to expand on the 
analogy. 

Mr. Marks. Can I respond to one point on the yield spread pre- 
miums? 

The Chairman. Very quickly. 

Mr. Marks. You hit on an absolutely crucial point. The fact is, 
because the yield spread premium should be prevented, it should 
be outlawed, because the fact is what they’re doing is brokers are 
incentivized to lie to the customer, to lie to the borrower to say 
they know what the par rate is. But in order for them to get paid 
they have to convince the borrower that they can only afford a 
much higher interest rate. 

You’re setting brokers up to steal and to lie to borrowers because 
that’s the only way that they get the significant compensation out 
there. 

The Chairman. All right. We will now have to break for votes. 
It may be as long as 45 minutes, but I hope that people will stay. 

I do want to come back, and particularly I want to hear more 
about the analogy between buying a house through a broker and 
buying tomatoes because it did not appear to me to be immediately 
obvious. 

Mr. Pollock. A used car might be better, Mr. Chairman. 

Mr. Robbins. Can I provide also another point with that argu- 
ment when you return? 

The Chairman. We’ll go back to your tomatoes — yes, when we 
come back you may. 

Mr. Robbins. Thank you. 

[Recess] 

The Chairman. We had a pleasant surprise when we finished 
earlier. I did not want to have you waiting in case it went as long 
as it usually does. I think a motion that would have taken half-an- 
hour was ruled out of order. 

Not everybody is back, but I think in the interest of time, we will 
begin. Mr. Campbell indicates he is ready to go. The gentleman 
from California is recognized for 5 minutes. 

Mr. Campbell. Thank you, Mr. Chairman. My first two ques- 
tions are for Mr. Mudd and Dr. Syron. 

My biggest concern in this whole thing is not about what I can 
see, it is about what I cannot see. Do you have recourse? These 
questions are for either of you. Recourse with any originators? 

Mr. Mudd. Yes. We will on occasion have a recourse arrange- 
ment with a lender. 

Mr. Campbell. Dr. Syron? 

Mr. Syron. We often have recourse arrangements. 

Mr. Campbell. Does that recourse exist with any originators 
that are no longer around? 

Mr. Syron. No. In the sense that we had an originator who is 
no longer around and we had to go in and be sure that we got files 
and all those kinds of things, we came out of it fine, but your point 
is valid, that we have to monitor not just them but all 
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counterparties and be sure we are in a secure position, particularly 
in this period, obviously. 

Mr. Mudd. Same answer, no. We have used recourse in very lim- 
ited circumstances when the value of the recourse would be higher 
than the value of another credit guarantee product that would be 
available out there. That means that it is subject to a very high 
rating. As you know, none of those folks are off the radar screen. 

Mr. Campbell. In your delinquencies, I know what your overall 
delinquencies are, what about your delinquencies amongst loans 
made recently, in the last 12 months, this year, anything like that. 
Is that higher than your overall portfolio delinquencies? 

Mr. Mudd. We have said this publicly and continue to believe it 
to be true. The general level of delinquencies on the book are going 
up, given what we do and given that we are an insurer and a guar- 
antor for mortgages, our insurance would not be much if the cost 
did not go up when our customers were having difficulties. 

Whereas they have been in the range of one to two basis points, 
one to two one hundredths of a point, we expect them to go up to 
about 4 to 6 basis points, which is about in line with historical lev- 
els, but not as high as the 12 to 13 basis point level that you would 
see associated with like the oil patch, that type of thing. 

Mr. Syron. Long term, we have priced for a 4 basis point prob- 
lem. As Dan said, we were down to well below one basis point for 
a while. I have seen it move up. It is still in the four range down 
to the two to three range, but we expect it will come up in the 
neighborhood we are talking about. 

Mr. Campbell. What percentage of the portfolios that you guar- 
antee, have, hold, mortgage based securities, whatever, are ARMs? 
Are adjustable? Are going to have resets? 

Mr. Mudd. Our range of ARMs tends to run in the 20-ish percent 
range, mid to high 20 percent range. The question, it seems to me, 
goes to what condition are those loans in when they reset, and the 
broad majority of those loans are prime, conventional, well under- 
written with some home price appreciation behind them. 

The ones that worry us the most really was those loans that 
were originated for the market in general in 2006, and a microcosm 
of that would also apply to us, parallel to the answer I gave you 
a moment ago. 

Those resets. Congressman, will peak kind of between March and 
September of next year, but remain at a fairly high level through- 
out. 

Mr. Syron. We have about the same thing. We have about 18 
percent in adjustable rates. We do not guarantee any 2/28s or 3/ 
27s. We have the same expectation as everyone’s expectation as 
you look across the curve on resets. 

We are not out of the woods by a very long shot. 

Mr. Campbell. My final question, different area, but for both of 
you, and anybody can comment if they want. 

You mentioned earlier, Mr. Mudd, I think you were the one that 
mentioned the average home price in Mississippi was $100,000, 
and the average home price in California. I am in Orange County, 
California, one of those areas where the average home price in my 
district is near a million. In the county, 3.4 million people, it is 
close to $800,000 now. 
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How do we change the jumbo rates so that you are not financing 
the most expensive house in Mississippi while still basically in my 
area of California, you cannot do a conforming loan, you cannot do 
an 80 percent loan to value conforming loan on the average house? 

Mr. Mudd. As I understand it, one of the solutions that has been 
proposed is to identify the high-cost States and make the loan limit 
in those States a multiplier off of the otherwise national conven- 
tional conforming limit. 

As I suggested earlier, that was done by statute in the beginning 
with Alaska, Hawaii, and Guam. I was not around. I do not know 
why. It is clear where some of those high-cost States are not. That 
formula could be provided. 

The one caveat or proviso I would make is that our HUD housing 
goals are denominator based, and a change in that base would 
move the denominator and change the math on the housing goals 
significantly. 

I would just remind Congress that would need to be addressed 
in the process as well. Congressman. 

Mr. Syron. Dan has raised a very important point. If we were 
to make — in California, the average house price, I think, is 8 times 
the per capita income nationally, it is about 3V2 times, so it is 
clearly a very different situation. 

Just because you make more loans in the denominator, does not 
mean that you are making any less effort in the numerator. The 
percentage would change. We really ought to be concerned about 
the number of folks that you are helping in the numerator, put into 
these houses. 

I think it is an incorrect notion to think that if you raise in high 
cost areas the jumbo loan limit, that it takes you away from your 
mission. 

The Chairman. Will the gentleman yield? My understanding of 
our bill is we do this by metropolitan area, not just by the whole 
State. We do a cost analysis based on the MSA, which we think is 
the rational way to do it, so the loan limit varies with the median 
house price. 

Fortunately, the Census Bureau already does that. Nobody has 
to do anything new. We already have median house prices by met- 
ropolitan area. 

Mr. Campbell. Particularly in California where there are several 
distinct markets that have very different averages. 

Thank you. 

The Chairman. The gentleman from Georgia. 

Mr. Scott. Thank you very much, Mr. Chairman. 

I would like to go on a little different track here, and to pick a 
favorite phrase from the President. Perhaps we need to focus on 
how we can do some creative preemptive strikes. If we do not do 
some things to detect this before it happens, it repeats itself, and 
we learn nothing from this. 

If we know that at the heart of this problem is how to detect 
abusive lending practices for loans that are made to people with 
weak and bad credit, that is essentially it, which falls into 
subprime lending. 

In each of the testimonies this morning from Treasury Secretary 
Paulson, Housing Secretary Jackson, and Fed Chairman Bernanke, 
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they each referenced — I think one said a lack of information. An- 
other said not aware. Another said a lack of knowledge. 

Somewhere along the line, each one hit the same chord that 
what we have here, to paraphrase another great saying, is a failure 
to communicate with our most basic group, those people who are 
targeted are targeted in the low-priced homes and the low-income 
communities, where their sophistication, education is not as it 
ought to be. 

We know that. Where are we going to get the energy and the ur- 
gency to put together some very creative financial literacy and fi- 
nancial education packages, and in addition to that, a way to pre- 
empt some of the predatory lending practices that is causing this? 

My idea is, and I throw this out, and what I am trying to do is 
get your reaction to this, I have been sort of preaching it for a 
while, it is not just going to be financial literacy programs, but to 
establish an 1-800 number here, set up a machinery, really out of 
the Treasury Department, with human beings on the other end. 

Then not only as a conduit for information on a two way street, 
but we get marketing programs out, get them to NAACP, get them 
to ACORN, get them to the senior citizen groups, the preachers 
and the churches, the people who relate to these people, with the 
universal message, before you sign on the dotted line, call this 
number. Even more importantly, why not go a step further and re- 
quire by law a background check? 

We have the technology. We are very sophisticated. Most as- 
suredly, if we can do background checks and instant background 
checks at that on the purchase of firearms, to make sure the people 
are not mentally incompetent or they are the proper age or have 
a criminal background, why cannot we begin to look at that this 
way and say for those subprime loans, particularly those where the 
individual has bad credit, we can come up with a formula. We can 
come up with something. 

Before that can go through, it has to have that instant check, 
that background check. Some way we can be preemptive and look 
at this. 

What it will do more than anything else is it will send a message 
out to those who practice these predatory lending practices to say 
I better not do this because these kinds of loans with these kinds 
of communities, they are going to be doing a background check, or 
there is a way for them. 

Have the communications pointed out, obviously, before they sign 
on a dotted line, before they do anything, that they call, but also 
have it where we have the system in place that we can do some 
sort of checks on that, in addition to all the other financial literacy 
points. 

I would love to get your response to this, do you think it is a 
great idea. Is it something we can — 

The Chairman. Very quickly, the gentleman is almost out of 
time. 

Mr. Syron. Just very quickly, I think you need to do two things. 
I think you have to enhance financial literacy for a whole lot of rea- 
sons beyond housing, but that alone, I am afraid I disagree with 
some people that just the price of tomatoes thing does not nec- 
essarily work. 
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Mr. Scott. I do not mean alone. 

Mr. Syron. Disclosure alone will not do it. The plain fact of the 
matter that we have found is if you originate it, someone will huy 
it. I think what the mortgage brokers have talked about, about reg- 
istering people and getting some mechanism to assure, even if peo- 
ple have been educated, they do not get into a bad loan, that is es- 
sential. 

The Chairman. We will take one other response, if there is one, 
but then we have to move on. 

Mr. Robbins? 

Mr. Robbins. This is what the licensing is all about, background 
checks. We propose that if you have been convicted of a felony, that 
you cannot get a license to originate mortgages, and that a national 
registry be kept so that you can track the bad players in the indus- 
try from State to State and city to city, company to company. 

You would have your background check. They would be 
fingerprinted. It would require the passage of tests, educational re- 
sponsibility, and that subsequently, if they were convicted of a 
crime related to this, they would lose their license. 

Mr. Scott. Thank you. 

The Chairman. The gentlewoman from West Virginia, who is 
now the ranking member of the Housing Subcommittee. 

Ms. Capito. Thank you, Mr. Chairman. I look forward to serving 
in that new capacity. I am excited to work with Chairwoman Wa- 
ters and with the chairman of the full committee. 

I wanted to just say to my colleague that there is an 1-800 num- 
ber. I found it in my notes. It’s a national hotline, 1-888-005- 
HOPE, which is run by the Home Ownership Preservation Founda- 
tion, in partnership with Neighbor Works, along the lines of what 
the gentleman was referring to. 

I guess getting the word out is the important thing there. 

I have been sitting here listening pretty much all day. I was 
thinking about what Secretary Paulson said about telling bor- 
rowers when they feel they are in trouble that they should get with 
their lender, do not pull away but try to get with the lender to find 
out if they can have some help. 

I know that is a push nationally, communication. That was actu- 
ally said the other day on the radio in a local talk radio scenario. 
I started thinking to myself about that person who is drowning in 
debt probably, it is not just the home they own that they are hav- 
ing trouble making payments, it is their credit card, it is their in- 
surance, it is their water bill. 

If you have to prioritize what you are going to pay first, you are 
probably going to pay your home first, hopefully after you pay your 
taxes maybe. 

It is very, very difficult for people. It almost goes against the 
grain because you are getting dunned by all these other credit or- 
ganizations to say the best way you can help yourself is to call your 
lender and find out where you can get help. 

I think we really need to get that message out. I am not sure 
how we can do it. The other question I have is, in this day and age, 
who really is your lender? It used to be you walked down the 
street, you knew your neighborhood banker, because you owned the 
local grocery store or whatever, and you knew who they were. Now, 
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I am not. It is an 1-800 number in a lot of cases you have to call. 
There is no personalization. 

That, I think, makes it more difficult when you begin to drown 
in debt, for you to be able to pick up the phone and call an un- 
known person to say I need help, help me. 

I think we have to be really creative with the way that we pro- 
mote this right now. I would like to know if anybody knows of any 
national scenarios where lenders really are going out to the people 
that are starting to fail, and instead of dunning them or aggres- 
sively trying to recover, trying to lend a hand to them. 

Mr. Robbins. Yes. Let me respond to that. Being chairman of the 
Mortgage Bankers Association, I have had the opportunity to talk 
to the major servicers within our organization, which probably 
cover the vast majority of loans serviced in this country. 

I would tell you that all of them have put programs into place, 
including early intervention, where, if their security allows, they 
will contact borrowers up to 90/120 days ahead of time, before their 
loan recasts, and start to talk to them about whether the borrower 
expects to have a problem, whether the loan reset going to be a 
problem. 

Not all securities permit that early intervention, but we just re- 
cently got a ruling from the SEC that reinforces that we can do 
that. 

The industry is utilizing that technique, remembering that the 
vast majority of borrowers do not respond. We have a very hard 
time getting borrowers to respond to our inquiries. 

We have gone and hired and are using counseling services, con- 
sumer organizations, to intervene in our behalf and help us do that 
ahead of time. 

As you well know, the industry loses $40,000 to $50,000 for every 
mortgage that goes into foreclosure, money that just walks about 
the door. We are highly motivated to try to help that borrower be 
successful over a long period of time. 

Mr. Marks. Can I please respond? 

Ms. Capito. Yes. 

Mr. Marks. Now let’s talk about the reality. That is nice in the- 
ory. That is not what is going on. Let’s take two examples. 

To a certain extent, they are restructuring, and it is really cru- 
cial that we understand what it is. That means the lenders have 
to restructure the loan, reduce the interest rate or reduce the out- 
standing principal. There are few that are doing that. HSBC is 
doing that on a limited scale. 

On the other hand, you have Countrywide who says that they 
have assisted 35,000 people. Now they say of that, half of those 
people they have assisted by deed in lieu of foreclosure or short 
sale. They pushed them out of their homes. 

Now what Mozilo has said yesterday was his answer is to hire 
more people in India to foreclose on American homeowners. 

Those are nice theories but the reality is it is not getting done 
and it is clear why people do not call the lender, because the lend- 
er, all they want is more money on a loan that is unaffordable. 

The Chairman. Mr. Robbins, did you want to respond? 

Mr. Robbins. Yes. Thank you. They are a great deal more than 
theory. No bank or organization, including Countrywide, that 
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wants to own a home, take it back in a foreclosure, try to refurbish 
it, put it back on the market and re-sell it. 

Mr. Marks. Well — 

The Chairman. Mr. Marks, please. 

Mr. Marks. Sorry. 

Mr. Robbins. To the best of their ability, if they are able to do 
it within the terms of the structured security in which the loan is 
embedded, they will use early intervention programs. They will use 
all of the techniques that are at their disposal. Short sales are cer- 
tainly one of those techniques. A deed in lieu is certainly one, but 
so is forbearance, which is being used to a major extent in the 
loans today. So are loan modifications where the loan is recast ei- 
ther in term or in interest rate or a combination of both. 

There are a number of tools that mortgage bankers, mortgage 
servicers, are motivated to use. The last thing in the world that we 
want is for that loan to go into foreclosure. 

The Chairman. The gentleman from Texas. 

Mr. Green. Thank you, Mr. Chairman. I think that I can say 
that America thanks you for this hearing because all of America is 
concerned about what is happening in the subprime market and in 
the housing market in general. 

I would like to also thank Mr. Perlmutter for staying so I am not 
last. 

[Laughter] 

Mr. Green. To my friends who represent the GSEs, one of the 
problems that we have, of course, is qualifying for a teaser rate and 
not qualifying for the adjusted rate. 

Do you have in your portfolio these types of instruments? 

Mr. Syron. Earlier this year in February, we said that either in 
portfolio or in loans that we buy in securities that we might hold, 
that we would not have loans that were not done at the fully amor- 
tized rate. 

I think we have some legacy loans that have been done in that, 
and that became effective given the market a chance to adapt by 
September 13 th. 

Mr. Green. As of September 13th, you are no longer doing it? 

Mr. Syron. That is right. 

Mr. Mudd. Same answer. Congressman. We are fully in compli- 
ance with all the interagency regulatory guidance, both on 
subprime and non-traditional that speaks to this. 

Even before that, we had a set of policies that we adhered to in- 
ternally when the market had none with respect to prepayment, 
credit life insurance, origination processes and so forth. We ad- 
hered to those. 

Also, we did our best with the voice that we had to sound the 
concerns that when all of the chickens came home to roost on the 
various features in these loans, the consumer would be facing a 
vastly different deal than they thought they had. 

Mr. Green. In trying to find a cure, if you will, for this, having 
a teaser rate and an adjusted rate that you do not qualify for, how 
does one do this? How can you possibly qualify the person for the 
adjusted rate when you do not really know what it is at the time 
the teaser rate is accorded to the borrower? 
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Mr. Mudd. Typically, what is done is the underwriting is done 
to the first adjustment level or to an average adjustment level over 
a period of time and not just to the teaser rate itself. It happens 
at ori^nation. 

I think with this interagency guidance that came through, there 
seems to he a high degree of compliance with that. Congressman. 

Mr. Green. Mr. Marks, quickly, can you tell me, please, the 
source of the billion dollars that you have at 5.375, no down pay- 
ment, no fees? 

Mr. Marks. Yes. Actually, it is $10 billion. It is with Citigroup 
and Bank of America. We have one product and we counsel people 
to that one product, and our buyers and the people that we refi- 
nance would be considered subprime borrowers. 

Mr. Green. Thank you. The renters, I am concerned about them. 
I was at one time fortunate enough to be the judge of a court that 
had exclusive jurisdiction over forcible detainers, forcible entry and 
detainers, and we commonly called them eviction lawsuits. 

Tell me what is your proposal such that we can embrace this on 
a national scale as opposed on a State-by-State basis? I am aware 
that in Texas, we have some notice requirements once there is a 
foreclosure. I also am aware that this varies from State to State. 

How would you have us embrace it? Do you have some language 
that perhaps you may not be able to share now, but you can share 
with me later, or if you can generally tell me, I would be most ap- 
preciative. 

Ms. Liben. I can share some broad ideas, if that would be help- 
ful. First of all, you are right. Foreclosure and eviction of residents 
on foreclosed property is a matter of State law. It changes from 
State to State. There are a few States that do a terrific job on this, 
and in fact, do not allow eviction post foreclosure unless there is 
another grounds for the eviction. 

Lawyers and housing advocates and homeless advocates have 
started on their State level first. When they get their head above 
helping the individuals, they look to their State legislatures and 
they say could we not have more protective laws. 

Some States are starting to do this. In our own State, we are 
making progress on a law that says foreclosure does not automati- 
cally terminate a tenancy, but even those are somewhat modest 
steps. 

No one has taken a hard look yet at what could be done on the 
Federal level, but we have a few ideas. 

First of all, just on the issue of Section 8 tenants, that we should 
involve HUD and people who know what is going on and saying 
let’s take a look at this and see what we can do to assist Section 
8 tenants and make sure our Section 8 money is not going to land- 
lords who are now applying that money toward their building and 
toward their mortgages. 

That is some work with HUD. 

I think the second thing is within the jurisdiction of this com- 
mittee or other agencies, to take some appropriate steps to discour- 
age or to penalize lenders from evicting tenants per se, just as a 
result of the foreclosure, or at least penalize for evicting them very 
quickly and certainly in violation of State law. The process needs 
to slow down. 
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Third, if there was a way to think about creating incentives for 
lenders to maintain or redevelop their rental properties, especially 
as affordable housing, as always in these moments, you may have 
an opportunity. 

Mr. Green. I am going to have to thank you. My time is up. 
Thank you, Mr. Chairman. 

The Chairman. We have been talking with staff. In fact, this 
came to my attention when we did a hearing in Minneapolis for 
Mr. Ellison, and we learned of it and we have been talking about 
it since. 

We intend, as I said to Secretary Jackson, to follow up. There is 
no one direct thing we can do at the Federal level, but we are going 
to be sending a letter to the State banking re^lators and HUD 
and the banking regulators and the largest services and the ABA, 
and everybody we can think of, to call their attention to this. 

I know the gentleman is interested in this. We will put together 
a taskforce and do whatever we can. To the extent there is some- 
thing we can do legislatively to go forward, we will. It will be a 
high priority for us. 

The gentleman from Colorado. 

Mr. Perlmutter. Thank you, Mr. Chairman. Mr. Green, I wish 
you were last and not me. 

The Chairman. I am last. 

Mr. Perlmutter. Good. 

[Laughter] 

Mr. Perlmutter. Just a couple of comments and then some 
questions. To our friends from the GSEs, there is an irony here 
that about this time last year or even in the Spring, you were being 
villainized and now you are knights in shining armor. I hope the 
confidence that folks have expressed in terms of expanding kind of 
your portfolio and your limits, that we continue to move forward 
with that. 

I am definitely in that camp. I just see that your ability to help 
this housing crunch and this credit crunch is one that my opinion 
is essential. 

There was a comment, Ms. Liben, about all of a sudden, the rent- 
ers are out, and they really had no notice. It struck me, too, that 
with respect to Mr. Robbins, the members of his organization, there 
are thousands of guys who were in the mortgage business that 
were given a pink slip on Monday and told that, “You are out of 
here on Friday.” 

There is, Mr. Marks, a consequence to all this money that came 
into the market, and people trying to find market share and put 
out loans without documentation, one percent interest rates or no 
percent interest rates, to take market share. 

This is sort of where I want to go with these questions. I think 
there are two big macro-economic trends going on here. One is 
there was a ton of money coming in from overseas, from some- 
where, from China, from Saudi Arabia, repatriating a lot of money 
that we have had. 

Brokers were trying to put that money out without any under- 
writing. Now we are back to a more normal situation. 

Those investors, China, whomever it might have been, they lost 
a lot of money in this deal. The investors lost a lot of money. 
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In the last 3 months, according to a recent story in the Denver 
Post, they really shut down providing credit to this country. 

In Colorado, we were sort of the first into the foreclosure crisis. 
We were hoping we would be one of the first out. We were starting 
to climb out and then August hit, and it was like we went off a 
cliff again — no new home sales and very few re-sells. 

This gets to Mr. Pollock and the fact that there is some kind of 
a cycle going on here where we are in a deflationary period. Every- 
body was betting on housing prices going up. When they stopped 
going up, all of a sudden your teaser rates, your one percent, your 
no documents, you are in trouble. 

I do not know precisely what any of you think the cause is of all 
of a sudden there is deflation or a stagnant housing market, but 
that is the question I would like to ask, and just for fun, I will 
throw in one other point. 

Maybe all these anti-immigration laws that we are passing have 
a real effect and all of a sudden we have taken two or three million 
people out of the marketplace and the housing market collapses. 

Mr. Marks. Can I respond? You are absolutely right on. Look 
how this was created. When you have lenders, investors and bank- 
ers saying we want to package a product, and what is the safest 
investment in the world, up until a year ago? It was American real 
estate. That was the best product out there, even more secure and 
safe than oil. 

How do we get investors to a product that is based on American 
real estate. Let’s have mortgage products that are going to get 
higher rates of return than you can get in the conventional market. 

They went out and they marketed it. They got a huge demand, 
greater than they could ever imagine, so the product of these mort- 
gages became more and more riskier because they had to meet the 
demand out there from investors around the world. 

Finally, the product became so risky, it was the no verification 
documents, and those went bad immediately. 

It was all premised on, based on the safest supposed investment 
and product in the world, American real estate. Now, they know 
better. 

The last thing I would add to that is I have been at a lot of inter- 
views with the foreign press. They are panicked out there. One of 
the things that they are really concerned about is they do not trust 
the rating agencies any more. 

In a sense, the subprime market is shut down and it will not 
come back for many, many years, because investors do not trust 
what American rating agencies and what American investors and 
players in the market believe. 

That is going to impact a lot of things in this country for years 
to come. 

Mr. Mudd. I think your analysis is astute, that as home prices 
grow, they did grow at an unsustainable level, that led to growth 
in the market. That led to a lot of people chasing market share. 
You can only do that with either credit or price. Credit went down. 
Then this trouble manifested itself in the form of a liquidity crisis, 
which you have seen play out over the course of the past 2 or 3 
months. 
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That was the last problem. Therefore, the first solution needs to 
go back to this liquidity problem. I would just mention there has 
been discussion about why do the agencies not just guarantee and 
securitize all this business. 

I would remind the committee that all that process does is it cre- 
ates a security. That security remains on the balance sheet of the 
institution that originated it. It has to be sold somewhere to make 
room for new loans. That is where the liquidity is needed. We are 
one of the folks that can actually provide that liquidity as a first 
step of moving through this trouble. 

Mr. Perlmutter. Thank you. 

Mr. Pollock. Congressman, you are very right on the cycle. I 
would add that financial panics are always unexpected, because if 
they were expected, they would have happened already. 

The Chairman. Mr. Mudd, I am going to begin with where you 
left off. I was puzzled by Mr. Bernanke and Treasury saying well, 
yes, we want Fannie and Freddie to do more, but they can 
securitize it, it does not have to go in the portfolio. My answer was 
particularly with some of the stuff we want them to buy, the sec- 
ondary market is not the market for tomatoes right now, even ripe 
ones. 

Their answer was to some extent they could guarantee it, but 
then my question is is there any conceivable difference in terms of 
safety and soundness risk to something that you have guaranteed, 
to something that is in your portfolio? Is there any difference? 

Mr. Mudd. Actually, those loans that we guarantee have a lower 
level of capital against them than the loans that we hold — 

The Chairman. From a safety and soundness standpoint, they 
would be more shaky if there was any shakiness? 

Mr. Mudd. One could make that argument and then the further 
argument down the line that those loans that are on our books give 
us the flexibility to implement some of the processes — 

The Chairman. If you have guaranteed it, I do not understand 
how — 

Mr. Mudd. Again, Mr. Chairman, the guarantee process only cre- 
ates — 

The Chairman. I understand that. You made that point already. 
I am on a different one now, which is they were arguing that you 
do not need an increase in the portfolio because you can securitize 
it as long as you guarantee, and I am saying from the safety and 
soundness argument, that does not make sense. 

Secondly, on the jumbo’s, and it does seem to me, I and others 
would like you to get more into subprime and do some riskier stuff. 
If the charter is a problem, we will change it. We do not want to 
do it in a way that makes it negative. 

Let me put it this way. It is true for the FHA. When the FHA 
insures for higher loans, it makes money for the Federal Govern- 
ment. We are using that frankly to offset the higher loan loss rate 
we will get in subprime. 

One of the differences in our bill and the Administration’s is we 
both say let’s guarantee the mortgages for people in subprime. 
They say but we will charge those people more, even if they are 
making their payments, because they are in a higher risk class. We 
say no. The woman who is making $43,000 and making her pay- 
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ments should not pay more. She should not subsidize the other per- 
son. We will take the money they get in the jumbo’s and do it. In 
fact, this can help us if we do it right. 

Similarly, for you. In terms of your safety and soundness, etc., 
if you start doing loans at $500,000 and $600,000 or $450,000, is 
that going to make you less safe? 

Mr. Mudd. No. I think we would continue to adhere to all the 
risk disciplines we have put in place. We would continue to follow 
all the underwriting that we have followed. 

The Chairman. Does that in any way — 

Mr. Mudd. It helps us. Congressman, because you are managing 
a portfolio with a diversification — 

The Chairman. Credit diversity. I absolutely agree. 

It seems to me inconsistent to say no, we do not want them to 
do the more risky sub’s because of safety and soundness, and then 
refuse also to let you do the more profitable stuff. 

In fact, what we ought to do is a balance and leave to you how 
to work it out. That is our goal. 

Just to be clear, if anything, if we do this right, the increase in 
the jumbo would enhance your ability to help at the lower end 
rather than cut it off. I know that is true of the FHA. CBO told 
me so. 

Mr. Syron. Just to add to the point, what you say is absolutely 
true. You have heard a lot from our regulators and from the Ad- 
ministration about a risk of the GSEs being not diversified enough. 

To say you should only do subprime loans is the ultimate in lack 
of diversity. 

The Chairman. I think it enhances it. I would also add, they say 
there is an implicit guarantee. I was around for the S&L crisis. We 
paid off depositors. When we talk about a Federal guarantee, it is 
of depositors. 

Do either of you have depositors that I do not know about? 

Mr. Syron. No. We do not have depositors but I think an awful 
lot of people, and I think that is where there is some lack of con- 
sistency here, would have extreme doubts about if the two or three 
largest banks in the United States were to fail — 

The Chairman. That may be, but the fact is in the previous cri- 
sis, we did not on the whole bail out stockholders or bond holders. 

Mr. Marks, I was reading what you said about Countrywide. You 
mentioned Bank of America. Bank of America didn’t buy it. They 
did buy a big chunk of it and provided them some money. I know 
you have had a very constructive relationship with the Bank of 
America. 

I remember when they bought Fleet, you certified the good work 
they had done. 

Have you approached them? They are a big owner of Country- 
wide. Given your objections to Countrywide, have you asked the 
Bank of America to try to be an influence here or did you object 
when they put the money in? 

Mr. Marks. We found out when you found out that they had put 
all that money in. 

The Chairman. I found out Sunday night. Maybe you found out 
Monday morning. 

Mr. Marks. You found out before I did. 
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The Chairman. Have you urged them because you have this good 
relationship with them, to be a constructive force in trying to get 
some of these things done that you want? 

Mr. Marks. We have requested a meeting with Ken Lewis, the 
CEO of Bank of America. 

The Chairman. This was a couple of months ago. Have you met 
with him? 

Mr. Marks. No, we have not heard back from them. We certainly 
believe you are absolutely right. Bank of America, and while they 
have not disclosed who are the other investors in Countrywide in 
the last $12 billion that has been provided to them, we think all 
the investors in Countrywide have a responsibility. 

The Chairman. You said you have a good relationship with Bank 
of America. You have been very helpful to them. You have had a 
mutually beneficial relationship, not to your individual benefit, but 
for the people you help. That has been very constructive. 

It does seem to me you are in a good position to talk to them 
about it. 

Mr. Marks. Absolutely. We have requested that. We do believe — 

The Chairman. On the evening when I was notified that Bank 
of America was buying part of Countryside, I said I know you are 
very proud of your record, BOA, it seems to me incumbent upon 
you, now that you are a major owner of Countrywide, to have a 
similar role. 

Mr. Marks. Bank of America is the only major financial institu- 
tion in the country that does not have a subprime lending entity. 

The Chairman. Mr. Marks, they now have 20 percent of one. It 
is called Countrywide. I do not think that cuts it, and frankly, for 
your relationship with them. 

Mr. Marks. Ken Lewis, we have met with him when they had 
divested Nation’s Credit. 

The Chairman. As harsh as you are about Countrywide, you 
have a friend and you have somebody you do not like. I think it 
is incumbent upon you to be helpful. I do think Countrywide did 
take some exception to what you said. They will be making a sub- 
mission for the record. You are free to add further to the record. 

[Countrywide’s submission for the record can be found on page 
202 of the appendix.] 

The Chairman. I just want to close by saying I think the ele- 
ments are here. I think one clear message is we need the lenders 
to understand that foreclosure is bad for everybody, it is bad for 
the whole society, and they need to be willing to allow people to 
restructure. 

We will be working, and I am glad to see what Senator Dodd has 
said, I hope within a month or 6 weeks, we will have an FHA that 
is fully able to insure the mortgages of people who are subprime. 
We will have Fannie Mae and Freddie Mac able to buy more of 
those refinanced mortgages. 

It is certainly the case with financial institutions, we cannot 
order anybody to abrogate a contract, but we can say institutions 
that will be from time to time coming before this committee and 
asking us to do things that are in their interest will have more 
chance of a yes if they have done this. 
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We cannot legally compel them to do things. On the other hand, 
they cannot legally compel us to do other things that they would 
like. 

I would just urge them to remember the absolutely most impor- 
tant principle of legislating — “The ankle bone is connected to the 
shoulder bone.” 

The hearing is adjourned. 

[Whereupon, at 3:09 p.m., the hearing was adjourned.] 
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Thank you Mr. Chairman. 

I would like to welcome the witnesses and thank them for their testimony. 

We are at a critical juncture with respect to the subprime mortgage crisis. Yesterday, RealtyTrac released the 
latest bad news that foreclosures reported in August increased 36 percent since July and 115 percent since this 
time last year. Expectations are that the next 1 8 months will be even worse, as many subprime loans reset to 
higher rates. 

Anxiety over the state of the economy remains high, as concerns mount that the subprime mortgage meltdown 
will infect the rest of the economy. The Fed’s action to lower its key short-term interest rate is an effort to 
prevent the economy from derailing and ease credit pressures, but it is no silver bullet. 

This Committee is working hard to help borrowers stay in their homes. This week, the House passed legislation 
to enable the FHA to serve more subprime borrowers at affordable rates and terms, and offer refinancing to 
homeowners struggling to meet their mortgage payments. To make servicers more able to engage in workouts 
with strapped borrowers, we pushed FASB to clarify that its Standard 140 allows for modification of a loan 
when default is reasonably foreseeable, not just after default. 

But there is much more that we can and should do to help borrowers now. 

Fannie Mae and Freddie Mac are providing much needed liquidity in the prime market right now. We should 
also raise the cap on these entities’ portfolio limits, at least temporarily, and direct all of those funds to help 
borrowers who are stuck in risky adjustable rate mortgages refinance into safer mortgages. 

We should eliminate the cruel anomaly under Chapter 1 3 of the Bankruptcy Code which allows judges to 
modify mortgages on a borrower’s vacation home or investment property, but not the home they actually live 
in. This allows families to stay in their home while new loan terms are worked out. 

I think we should also eliminate the tax on debt forgiveness, sparing families the double-whammy of paying 
taxes on the lost value of their homes. 

Reforms to contain this crisis and for the future are also critical. 

Our regulatory system is in serious need of renovation to catch up to the financial innovation that has surpassed 
our ability to protect consumers and hold institutions accountable. 

Even though the federal banking regulators have put out interagency guidance on subprime loans to improve 
standards, some three-quarters of the subprime market do not have a federal regulator. We need to extend the 
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guidance to create a uniform national standard to fight predatory lending and a single consumer protection 
standard for the entire mortgage market. 

We should create, along the lines of advocated by Harvard Law Professor Elizabeth Warren, a Financial 
Product Safety Commission, patterned after the Consumer Product Safety Commission, to deter imscnipulous 
lending practices. 

Mortgage contracts are virtually incomprehensible. A simple one-page form could provide the basic facts about 
mortgage loans to borrowers. 

These are some steps and I hope our witnesses will have other specific proposals and recommendations. I look 
forward to the testimony. 

jfjfjf 
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Congressman Ron Paul 
Statement for the Record 
Financial Services Committee 
Full Committee Hearing 
20 September 2007 


Mr. Chairman, the situation facing us now in the mortgage industry has its roots in the Federal 
Reserve's inflationary monetary policy. Without addressing the roots of the current crisis, any 
measures undertaken to improve the situation will be doomed to fail. 

As with asset bubbles and investment manias in past history, the fuel for the current housing 
bubble had its origins in monetary manipulation. The housing boom was caused by the 
Federal Reserve's policy resulting in artificially low interest rates. Consumers, misled by low 
interest rates, were looking to consume, while homebuilders saw the low interest rates as a 
signal to build, and build they did. 

One of the primary means the Federal Reserve uses to stimulate the economy is 
manipulation of the federal funds rate and the discount rates, which are used as benchmark 
rates throughout the economy. The interest rate is the price of time, as the value of a dollar 
today and the value of a dollar one year from now are not the same. Just like any price in the 
market, interest rates have an important informational signaling purpose. Government price 
fixing of the interest rate has the same deleterious effects as price controls in other areas. 

Reduction in the interest rate has two major effects; it encourages consumption over saving; 
and it makes long-term, capital-intensive projects cheaper to undertake. Under Chairman 
Greenspan's tenure, the federal funds rate was so low that the real interest rate (that is the 
nominal interest rate minus inflation) was negative. With a negative real interest rate, 
someone who saves money will literally lose the value of that money. 

The Federal Reserve continued and still continues to increase the money supply, After 
ceasing the publication of M3 last February, private economists have calculated that M3 has 
risen at an annual rate of almost 12%, which is faster than we have seen since the 1970's. 

Millions of Americans now find themselves stuck in a financial quandary that is not their fault. 
The result of manipulation of the interest rate, money supply, and mortgage markets are the 
recently popped housing bubble. 

Further regulation of the banking sector, of mortgage brokers, mortgage lenders, or credit 
rating agencies will fail to improve the current situation, and will do nothing to prevent future 
real estate bubbles. Any proposed solutions which fail to take into account the economic 
intervention that laid the ground for the bubble are merely window dressing, and will not ease 
the suffering of millions of American homeowners. I urge my colleagues to strike at the root of 
the problem and address the Federal Reserve's inflationary monetary policy. 
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Financial Services Committee 
Hearing on: 

"'Legislative ami Regulator)^ Options for Minimizing and Miligating Mortgage Foreclosures. ” 
September 20, 2007 

Thank you Mr. Chairman. I appreciate you holding tliis hearing today and continuing to 
pursue the important question of how to best minimize and mitigate mortgage foreclosures 
acro.ss our nation. 

As we ail know, increasing homeownership is one of the most laudable goals a 
community and. indeed, a nation, can pursue. It opens up the doors of opportunity to families in 
all of our neighborhood-s and ensures that generations have the security they need to build 
successful lives. 

Foreclosure is a threat to this pursuit, forcing families into a corner because of their 
inability to pay their mortgage, oftentimes breaking them apart and cnishing their dreams for 
economic stability and success. Moreover, if large numbers of families arc only achieving 
homeownership for short periods of time, before going into foreclosure, our policies are 
misguided. We must work to ensure that families have the ability to not only enter the rank.s of 
the homeowners, but to remain Utere. 

We have seen cm increasing number of subprime mortgages enter serious delinquency 
status. 'I’his has raised quc.stions about the subprime market's underwriting standards and it.s 
ability to thrive under a stricter environment. However, acquiring a home through the use of 
subpriine loans offer.s many j'amilics a great opportunity — one that they may not otherwise have 
becau.se of inconsistent credit histories or lack of capital. So we must find ways to balance our 
goal as a nation with ensuring affordable access to credit for all. 

Homeownership is a vita! part of the .American dream, but it, too often these days, 
disrupts a family's life, fhat is, svhen first time homebuyers who were not made aware of all of 
the terms of their moilgage, find out. frequently too laic, that they can not meet the monthly 
paymcnis. This begins a swift trickle dowm ellect whicli in many eases ends in foreclosure. But, 
these foreclo.surcs could have been avoided If the homebuyer had been educated in all of the 
terms of the loan, and made aware of the full costs they would have to bear. 
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1 have argued for years that the financial sector and the government should work together 
to ensure that potential homebuyers have access to straightforward housing counseling. Proper 
counseling could have reduced the severity of the current housing crunch. In states like New 
York where housing costs arc so high, the consequences of an unmanageable mortgage can be 
simply devastating. It is our duty to finally learn our lesson and better safeguard this system to 
protect homebuyers. 

Addressing the rise in foreclosures is critical to the steady growth of homeownership in 
our nation. All of us here must continue to work together to find viable solutions to this issue, 
keeping in mind that our decisions aiTect millions of families across the country. This hearing 
will, without doubt, lead us in the direction of making meaningful and steadfast change to 
addre,ss and prevent mortgage foreclosures. Thank you. 


Statement of Rep. Nydia M. Velazquez 
Page 2 of 2 
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Chairman Frank, Ranking Member Bachus, and members of the Committee, I am pleased 
to appear before you to discuss the origins of the problems in the subprime-mortgage market and 
the response of the Federal Reserve to these developments. I will also discuss some possible 
legislative options for addressing these concerns. 

Recent Developments in the Subprime-Mortgage Sector 

Let me begin with some background on the subprime-mortgage sector. Subprime 
mortgages ate loans intended for borrowers who are perceived to have high credit risk. Although 
these mortgages emerged on the financial landscape more than two decades ago, they did not 
begin to expand significantly until the mid-1990s. The expansion was fueled by innovations— 
including the development of credit scoring— that made it easier for lenders to assess and price 
risks. In addition, regulatory changes and the ongoing growth of the secondary mortgage market 
increased the ability of lenders, who once typically held mortgages on their books until the loans 
were repaid, to seU many mortgages to various intermediaries, or “securitizers.” The securitizers 
in turn pooled large numbers of mortgages and sold the rights to the resulting cash flows to 
investors, often as components of structured securities. This “originate-to-distribute” model 
gave lenders (and, thus, mortgage borrowers) greater access to capital markets, lowered 
transaction costs, and allowed risk to be shared more widely. The resulting increase in the 
supply of mortgage credit likely contributed to the rise in the homeownership rate from 64 
percent in 1994 to about 68 percent now— with minority households and households from lower- 
income census tracts recording some of the largest gains in percentage terms. 

However, for all its considerable benefits, the broadening of access to mortgage credit 
that has occurred during the past decade also had important negative aspects. Not surprisingly, 
given their weaker credit histories and financial conditions, subprime borrowers default on their 
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loans more frequently than prime borrowers. The consequences of default may be severe for 
homeowners, who face the possibility of foreclosure, the loss of accumulated home equity, and 
reduced access to credit. In addition, clusters of foreclosures can lead to declines in the values of 
nearby properties and do great damage to neighborhoods. 

During the past two years, serious delinquencies among subprime adjustable-rate 
mortgages (ARMs) have increased dramatically. (Subprime mortgages with fixed rates, on the 
other hand, have had a more stable performance.) The fraction of subprime ARMs past due 
ninety days or more or in foreclosure reached nearly 15 percent in July, roughly triple the low 
seen in mid-2005.' For so-called near-prime loans in alt-A securitized pools (those made to 
borrowers who typically have higher credit scores than subprime borrowers but still pose more 
risk than prime borrowers), the serious delinquency rate has also risen, to 3 percent from 
1 percent only a year ago. These patterns contrast sharply with those in the prime-mortgage 
sector, in which less than 1 percent of loans are seriously delinquent. Higher delinquencies have 
begun to show through to foreclosures. About 320,000 foreclosures were initiated in each of the 
first two quarters of this year (just more than half of them on subprime mortgages), up from an 
average of about 225,000 during the past six years. Foreclosure starts tend to be high in states 
with stressed economic conditions and to rise where house prices have decelerated or fallen. 

Adjustable-rate subprime mortgages originated in late 2005 and in 2006 have performed 
the worst, with some of them defaulting after only one or two payments (or even no payment at 
all). Relative to earlier vintages, more of these loans carried greater risks beyond weak borrower 
credit histories— including very high initial cumulative loan-to-value ratios and less 
documentation of borrower income. In addition, the sharp deceleration in home prices since 
2005, including outright declines in some markets, left many of these more-recent borrowers 
^ Estimates of delinquencies are based on data from First American LoanPerformance. 
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with little or no home equity. In this situation, some borrowers (particularly owner-investors) 
may have found that simply walking away from their properties was their best option. 

Moreover, low home equity has made refinancing— the typical way for many subprime borrowers 
to avoid large scheduled interest rate resets— difficult or impossible for many. Thus, with house 
prices still soft and many borrowers of recent- vintage subprime ARMs still facing their first 
interest rate resets, delinquencies and foreclosure initiations in this class of mortgages are likely 
to rise further. It is difficult to be precise about the number of foreclosure initiations expected in 
coming quarters, as it wiU depend on (among other factors) the evolution of house prices, which 
will vary widely across localities. Historically, about half of homeowners who get a foreclosure 
notice are ultimately displaced from their homes, but that ratio may turn out to be higher in 
coming quarters because the proportion of subprime borrowers, who have weaker financial 
conditions than prime borrowers, is higher. The rise could be tempered somewhat by loan 
workouts. 

The originate-to-distribute model seems to have contributed to the loosening of 
underwriting standards in 2005 and 2006. When an originator sells a mortgage and its servicing 
rights, depending on the terms of the sale, much or all of the risks are passed on to the loan 
purchaser. Thus, originators who sell loans may have less incentive to undertake careful 
underwriting than if they kept the loans. Moreover, for some originators, fees tied to loan 
volume made loan sales a higher priority than loan quality. This misalignment of incentives, 
together with strong investor demand for securities with high yields, contributed to the 
weakening of underwriting standards. 

The fragmented market structure of mortgage originators in the subprime-lending 
industry may also have contributed. Data collected under the Home Mortgage Disclosure Act 
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show that independent mortgage companies—those that are not depositoiy institutions or their 
subsidiaries or holding company affiliates-made nearly half of higher-priced first-lien mortgages 
in 2006 but only one-fourth of loans that were not higher-priced. In addition, some sources 
report that the majority of mortgages are obtained through a broker, often an independent entity, 
who takes loan applications on behalf of a depositoiy institution or other lender. The various 
lending institutions and brokers operate under different regulatory and supervisory regimes with 
varying intensities of enforcement effort. That fragmentation makes monitoring brokers and 
lenders difficult for regulators and investors alike. 

Markets do tend to self-correct. In response to the serious financial losses incurred by 
investors, the market for subprime mortgages has adjusted sharply. Investors are demanding that 
originators employ tighter underwriting standards, and some large lenders are pulling back from 
the use of brokers. The reassessment and resulting increase in the attention to loan quality 
should help prevent a recurrence of the recent subprime problems. Nevertheless, many 
homeowners who took out mortgages in recent years are in financial distress. To help those 
borrowers, the Federal Reserve, together with the other federal supervisory agencies, has issued 
two statements-in April, to mortgage lenders; and earlier this month, to mortgage servicers-to 
encourage the financial industry to work with borrowers to arrange pmdent loan modifications to 
avoid unnecessary foreclosures. The Conference of State Bank Supervisors (CSBS) joined the 
federal agencies in the second statement. Often, loan workouts are in the interest of all parties. 
We have also encouraged lenders and servicers to identify and contact borrowers who, with 
counseling and possible loan modifications, may be able to avoid entering delinquency or 
foreclosure. The simple step of reaching out to borrowers before they get into trouble can be 
very productive. In addition, a member of the Federal Reserve Board serves as a director of 
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NeighborWorks America, which encourages borrowers facing payment difficulties to seek help 
by contacting their lenders, services, or trusted counselors. Recently, NeighborWorks America 
launched a nationwide advertising campaign to increase awareness of available support from 
their 24-hour hotline, and they are now responding to 2,000 calls a day, almost double the 
number in June. 

Additionally, the Federal Reserve is working closely with community and industry 
groups around the country to reduce homeowners’ risks of foreclosure. The community affairs 
offices in each of the Reserve Banks provide significant leadership and technical assistance. For 
instance, a public-private collaboration initiated by the Federal Reserve Bank of Chicago with 
Neighborhood Housing Services of Chicago and the City of Chicago produced the Home 
Ownership Preservation Initiative (HOPI), which began in 2003. In the ensuing three years, the 
HOPI program counseled more than 4,000 people, prevented 1,300 foreclosures, and reclaimed 
300 buildings.^ HOPI has also been a model for foreclosure prevention programs now operating 
around the country, including in Baltimore and Atlanta and in Ohio. As another example, the 
community affairs office of the Federal Reserve Bank of San Francisco recently convened a 
series of workshops to develop community-based solutions to mortgage delinquencies in six 
cities. More than 700 lenders, housing counselors, community group representatives, and 
government officials attended. 

Regulatory Responses 

The Federal Reserve takes responsible lending and consumer protection very seriously. 
Along with other federal and state agencies, we are responding to the subprime problems on a 


^ “The Home Ownership Preservation Initiative in Chicago (HOPI): Reducing Foreclosures Through Strategic 
Partnerships,” presentation by Bruce Gottschall, executive director, Neighborhood Housing Services of Chicago, 
June 25, 2007, http.7/nw.org/network/neighborworksDrogs/foreclosuresolutions/documents/hopi OOO.pot . 
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number of fronts. We are committed to preventing problems from recurring, while still 
preserving responsible subprime lending. 

Last year, in coordination with other federal supervisory agencies, we issued principles- 
based guidance describing safety-and-soundness and consumer-protection standards for 
nontraditional mortgages, such as interest-only and negative-amortization mortgages. We 
subsequently issued illustrations to help institutions clearly communicate information to 
consumers. In June of this year the agencies issued supervisory guidance on subprime ARMs. 
The guidance describes standards that banks should follow to ensure that borrowers obtain loans 
that they can afford to repay and that give them the opportunity to refinance without prepayment 
penalty for a reasonable period before the interest rate resets. We have requested public 
comment on illustrations to help lenders implement this guidance. 

The Board also is committed to providing more-effective disclosures to help consumers 
defend against improper lending. As I discussed in my testimony to this Committee in July, we 
recently issued proposed rules under Regulation Z, which implements the Truth in Lending Act 
(TILA), to improve disclosures related to credit cards and other revolving credit accounts. We 
are now engaged in a similarly rigorous review of TILA rales for mortgage loans and will be 
conducting extensive consumer testing of mortgage disclosures for this purpose. In my view, 
better disclosure of the schedule of mortgage payments over the life of the loan can help 
borrowers understand the terms of their mortgages and judge their ability to make future 
payments. Consumers may also benefit from better information about costs, including brokers’ 
fees, when choosing among competing mortgage products. In addition, we are developing two 
sets of proposed changes to TILA rules—one to address concerns about incomplete or misleading 
mortgage loan advertisements and solicitations and a second to require lenders to provide 
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mortgage disclosures more quickly so that consumers can get the information they need when it 
is most useful to them. 

Improved and more timely disclosures may not be sufficient in some cases. As I 
discussed in July, we will use our rulemaking authority under the Home Ownership and Equity 
Protection Act to propose additional consumer protections later this year. We are looking 
closely at some mortgage lending practices, including prepayment penalties, escrow accounts for 
taxes and insurance, stated-income and low-documentation lending, and the evaluation of a 
borrower’s ability to repay. The information that we gathered at a public hearing in June and 
from the subsequent comment letters has Jteen extremely helpful. 

ITie recent problems in subprime lending have underscored the need not only for better 
disclosure and new mles but also for more-uniform enforcement in the fragmented market 
structure of brokers and lenders. In that regard, the CSBS has partnered with the American 
Association of Residential Mortgage Regulators (AAIiMR) to develop a nationwide licensing 
system and database for mortgage professionals, and they have made considerable progress. The 
system is expected to start up in January 2008 with seven states, and another thirty states have 
committed and will be added gradually. Such a nationwide system would help limit the ability 
of originators who ran afoul of their state regulators to continue operating simply by moving to 
another state. 

Raising the quality of underwriting practices by all lenders to a uniformly high standard 
is an important objective. To that end, the Board and the other federal agencies worked with the 
CSBS to apply the two guidance documents 1 mentioned~on nontraditional mortgages and 
subprime ARMs— to state-supervised institutions. The CSBS published nearly identical guidance 
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documents and has urged the states to implement them. Many states have done so, or are 
moving to do so. 

To achieve strong and uniform enforcement, interagency cooperation among a variety of 
federal and state agencies is essential. As I noted in my testimony in July, the Board has 
launched a pilot program with the CSBS, AARMR, the Office of Thrift Supervision, and the 
Federal Trade Commission. The goal of this program is to expand and improve consumer 
protection by strengthening compliance reviews at selected nondepository lenders with 
significant subprime-mortgage operations. The Board will review nonbank subsidiaries of bank 
holding companies, and the other agencies will conduct similar reviews of nondepository 
institutions of thrift holding companies, independent mortgage lending companies, and mortgage 
brokers doing business with these entities. The reviews will include an evaluation of the 
companies’ underwriting standards and senior-management oversight of the practices used for 
ensuring compliance with consumer protection regulations and laws. The agencies have been 
working closely together and are scheduled to begin the on-site reviews in the fourth quarter. 

The partner agencies will share information about the reviews and make joint assessments of 
lessons learned. This project should also lay the groundwork for various additional forms of 
future cooperation to ensure more effective and consistent supervision and consumer protection. 
Legislative Responses 

Beyond the actions underway at the regulatory agencies, I am aware that the Congress is 
considering statutory changes to help alleviate the problem of foreclosures. Modernizing the 
programs administered by the Federal Housing Administration (FHA) is one promising direction. 
The FHA has considerable experience in providing home financing for low- and moderate- 
income borrowers. It insures mortgages made to borrowers who meet certain underwriting 
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criteria and who pay premiums into a reserve fund that is designated to cover the costs in the 
event of default. This insurance makes the loans less risky for lenders and investors, and it 
makes the loans eligible for securitization through the Government National Mortgage 
Association (Ginnie Mae). 

Historically, the FHA has played an important role in the mortgage market, particularly 
for first-time home buyers. However, the FHA’s share of first-lien home purchase loans 
declined substantially, from about 16 percent in 2000 to about 5 percent in 2006, as borrowers 
who might have sought FHA backing instead were attracted to nontraditional products with 
more-flexible and quicker underwriting and processing. In addition, maximum loan values that 
the FHA will insure have failed to keep pace with rising home values in many areas of the 
country. 

In modernizing FHA programs. Congress might wish to be guided by design principles 
that allow flexibility and risk-based pricing. To alleviate foreclosures, the FHA could be 
encouraged to collaborate with the private sector to expedite the refinancing of creditworthy 
subprime borrowers facing large resets. Other changes could allow the agency more flexibility 
to design new products that improve affordability through features such as variable maturities or 
shared appreciation. In addition, creating risk-based FHA insurance premiums that match 
insurance premiums with borrowers* credit profiles would give more households access to 
refinancing options. 

The risk of moral hazard must be considered in designing government-backed programs; 
such programs should not bail out failed investors, as doing so would only encourage excessive 
risk-taking. One must also consider adverse selection; programs that provide credit to only the 
weakest eligible borrowers are likely to be mote costly than those that serve a broader risk 



81 


- 10 - 

spectrum. Risk-based insurance premiums or tighter screening and monitoring by lenders can 
mitigate adverse selection. But ultimately such mechanisms have their limits, and no 
government program will be able to provide meaningful help to the highest-risk borrowers 
without a public subsidy. Whether such subsidies should be employed is a decision for the 
Congress. 

The government-sponsored enterprises (GSEs) Fannie Mae and Freddie Mac are, to a 
limited extent, assisting in subprime refinancings and should be encouraged to provide products 
for subprime borrowers to the extent permitted by their charters. However, the GSE charters are 
likely to limit the ability of the GSEs to serve any but the most creditworthy subprime borrowers. 
Indeed, if GSE programs remove the strongest borrowers from the pool, the risks faced by other 
programs—such as a modernized FHA program-could be increased. 

Some have suggested that the GSEs could help restore functioning in the secondary 
markets for non-conforming mortgages (specifically jumbo mortgages, those with principal 
value greater than $417,000) if the conforming-loan limits were raised. However, in my view, 
the reason that GSE securitizations are well-accepted in the secondary market is because they 
come with GSE-provided guarantees of financial performance, which market participants appear 
to treat as backed by the full faith and credit of the U.S. government, even though this federal 
guarantee does not exist. Evidently, market participants believe that, in the event of the failure 
of a GSE, the government would have no alternative but to come to the rescue. The perception, 
however inaccurate, that the GSEs are fully government-backed implies that investors have few 
incentives in their role as counterparties or creditors to act to constrain GSE risk-taking. Raising 
the conforming-loan limit would expand this implied guarantee to another portion of the 
mortgage market, reducing market discipline further. If, despite these considerations, the 
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Congress were inclined to ntiove in this direction, it should assess whether such action could be 
taken in a way that is both explicitly temporary and able to be implemented sufficiently promptly 
to serve its intended purpose. Any benefits that might conceivably accrue to this action would 
likely be lost if implementation were significantly delayed, as private securitization activity 
would likely be inhibited in the interim. 

Implications for Financial Markets and Monetary Policy 

Most recently, as 1 am sure Committee members are well aware, subprime mortgage 
losses that triggered uncertainty about structured products more generally have reverberated in 
broader financial markets, raising concern about the consequences for economic activity. As 1 
noted in a speech last month at the economic symposium hosted by the Federal Reserve Bank of 
Kansas City, the turbulence originated in concerns about subprime mortgages, but the resulting 
global financial losses have far exceeded even the most pessimistic estimates of the credit losses 
on these loans. These wider losses reflect, in part, a significant increase in investor uncertainty 
centered on the difficulty of evaluating the risks for a wide range of structured securities 
products, which can be opaque or have complex payoffs. Investors also may have become less 
willing to assume risk. Some increase in premiums that investors require to take risk is probably 
a healthy development on the whole, as these premiums have been exceptionally low for some 
time. However, in this episode, the shift in risk attitudes combined with greater credit risk and 
uncertainty about how to value those risks has created significant market stress. On the positive 
side of the ledger, past efforts to strengthen capital positions and financial market inliastructure 
places the global financial system in a relatively strong position to work through this process. 

In response to these developments, the Federal Reserve moved in early August to provide 
reserves to address unusual strains in money markets. On August 17, the Federal Reserve Board 
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announced a cut in the discount rate of 50 basis points and adjustments to the Reserve Banks’ 
usual discount window practices to facilitate the provision of term financing for as long as thirty 
days, renewable by the borrower. The purpose of the discount window actions was to assure 
depositories of the ready availability of a backstop source of liquidity. The Federal Reserve also 
took a number of supplemental actions, such as cutting the fee charged for lending Treasury 
securities. 

Earlier this week, Federal Open Market Committee lowered its target for the federal 
funds rate by 50 basis points. The action was intended to help forestall some of the adverse 
effects on the broader economy that might arise from the disruptions in financial markets and to 
promote moderate growth over time. Recent developments in financial markets have increased 
the uncertainty surrounding the economic outlook. The Committee will continue to assess the 
effects of these and other developments on economic prospects and will act as needed to foster 
price stability and sustainable economic growth. 
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Good morning Chairman Frank, Ranking Member Bachus, and Members of the Committee, 1 am Harry 
Dinham of the National Association of Mortgage Brokers (“NAMB”), Thank you for inviting NAME to 
testify today on “Legislative and Regulatory Options for Minimizing and Mitigating Mortgage 
Foreclosures.” We appreciate this opportunity to address recent events in the mortgage market, 
particularly the rise in defaults and foreclosures, and their effect on the housing industry, U.S. consumers, 
and the global economy. 

NAMB is the only national trade association exclusively devoted to representing the mortgage brokerage 
industry, and as the voice of the mortgage brokers, NAMB speaks on behalf of more than 25,000 
members in all 50 states and the District of Columbia. NAMB members are typically small business men 
and women, who adhere to a strict code of ethics and best lending practices when presenting consumers 
with an array of mortgage financing options to choose from. Mortgage brokers typically maintain 
business relationships with various lenders so they can offer a variety of loan products to their customers. 
Our members play a critical role in helping the American economy and in making the dream of 
homeownership a reality for American families. 
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I. Introduction 

Today’s mortgage market is under significant stress. For the first time, problems in the American 
mortgage market have had far-reaching global ramifications and a number of consumers have been 
impacted. Foreclosure filings reported in the U.S. more than doubled last month, versus August 2006, 
and jumped 36 percent from July.' The effects of loose underwriting standards, historically low interest 
rates, originators trying to compete in a booming housing market, and Wall Street’s eagerness to purchase 
mortgage loans and repackage them as securities, are now being fully felt by consumers. 

The reality is that a multitude of factors likely contributed to the steadily rising number of foreclosures. 
Recognizing this fact, the Chairman and Ranking Member of this Committee requested the U.S. 
Government Accountability Office (“GAO”) to undertake a comprehensive study of the causes of the 
recent surge in foreclosures. To date, the GAO has yet to release any findings. Because we believe it is 
important that any legislative or regulatory effort be undertaken in a thorough and deliberate manner, we 
urge the GAO to conclude their study and publish the results as soon as possible; giving legislators and 
regulators the tools they need to take the necessary and appropriate action to minimize foreclosures now 
and into the future. 

When profits began to decline and the word “risk” returned to vogue, everyone started to zero-in on who 
is responsible for the current crisis. Investors began looking to the hedge funds and the secondary market; 
the secondary market looked to the banks responsible for creating and underwriting the loans; and the 
banks turned toward those who sold these products to consumers. Also intertwined is the role of the 
rating agencies, which were responsible for evaluating and rating the risks of pools of loans being sold 
onto the secondary market; and the regulators responsible for overseeing and evolving oversight 
mechanisms to keep pace with a growing mortgage industry. In the end, everyone played a role in 
creating or compounding the market and foreclosure problems we are faced with today. 

The Mortgage Market 's Reaction to Increased Foreclosures 

The market is and has been adjusting to the increase in defaults and late payments on subprime loans. 

The guidance^ issued by the Federal Banking Agencies’ is working and the mortgage industry is adopting 
and implementing the necessary changes, NAMB supports these efforts, as well as the parallel guidance 
issued by the Conference of State Bank Supervisors (“CSBS”), the American Association of Residential 
Mortgage Regulators (“AARMR”), and the National Association of Consumer Credit Administrators 
(“NACCA”), which is applicable to state-chartered mortgage lenders and mortgage brokers. 

Investment banks that securitize subprime mortgage products have tightened their wholesale lending 
requirements and have started enforcing buyback agreements against lenders; while mortgage lenders 
continue to require strong buyback commitments for nonperforming loans in their contracts with 
mortgage brokers. Fair Isaac is making changes to its FICO scoring system to improve its “predictive 


' “ U.S. Home Foreclosures Soar In August ” Veiga, Alex, Sept. 18, 2007. 

' Interagency Guidance on Nontraditional Mortgage Products, 71 Fed. Reg. 58609 (Nov. 4, 2006); Interagency 
Statement on Subprime Mortgage Lending, 72 Fed. Reg. 37569 (July 10, 2007). 

’ The Federal Financial Institutions Examination Council includes the Federal Reserve Board (“FRB”), the Federal 
Deposit Insurance Corporation (“FDIC”), the Office of Thrift Supervision (“OTS”), the Office of the Comptroller of 
the Currency (“OCC”), and the National Credit Union Administration (“NCUA”) (together, the “Federal Banking 
Agencies”). 
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strength by 5 to 15 percent.”"' Some believe this is an effort to account for the practice of piggy-backing 
(where companies like Instant Credit Builders (httoJinstantcreditbuilders.com/ l promise to increase a 
person’s credit score by allowing a person with bad credit to add his/her name as an authorized user of the 
credit score of the individual with good credit (for a fee of course)).^ Moreover, many leading subprime 
lenders have been forced to declare bankruptcy, eliminate certain lines of credit, or close their doors 
altogether - largely due to margin calls and credit tightening by Wall Street. As these lenders continue to 
downsize and shut-down mortgage operations, countless loan officers are being terminated, and these 
individuals are now receiving job offers from federally-chartered institutions that are marketing 
themselves by saying how easy it is for their loan officers to make loans and avoid state licensing 
requirements designed to protect consumers.* We fear this dynamic will continue and even accelerate 
should Congress take action that artificially favors one distribution channel over another.’ 

All of this recent activity has laid the foundation for stabilization of the mortgage market. However, these 
measures are also making it increasingly difficult for many honest, hard working Americans to obtain the 
credit they need to build wealth through the purchase of a home or refinance their existing adjustable-rate 
mortgage (“ARM”) before it resets to a higher rate. 

Today, small mortgage lenders and brokers face the prospect of losing their businesses because investors, 
hedge funds, pension funds, foreign banks, and others are no longer funding mortgage transactions. 
Additionally, wholesale lenders and banks are discontinuing their warehouse credit facilities to small 
mortgage companies. As a result, consumers are suffering the consequences of fewer product choices and 
mortgage providers in the marketplace. Current homeowners are finding it extremely difficult to 
refinance their loans and many who want to purchase a home are also struggling to secure financing. The 
turmoil that was once confined to the subprime market has now spread into the non-conforming and 
prime markets and is beginning to impact corollary financial services industries as well (i.e., personal 
loans, auto loans, credit cards). As minimum credit scores increase and underwriting standards tighten, 
consumers unable to secure home equity lines of credit or other personal loans are now turning to their 
credit cards and facing steadily increasing interest rates.* In short, we are experiencing a very serious 
credit contraction that has left consumers reeling. 

Underwriting standards, once too loose, have now become unnecessarily restrictive. The pricing of risk 
on the secondary market has gone from unrealistically low to unreasonably high. The re-pricing of risk 
has almost become irrational. Liquidity is drying-up and credit is becoming unavailable to consumers 
who have few assets and anything less than perfect credit. Earlier this month, in an informal survey of 
NAMB members, over half of those responding indicated that they have seen an increase of twenty or 
more points in the required credit score for conforming loans within the past month. As interest rates 
continue to rise, even on prime loans, and more loan products become unavailable everyday, borrowers 
who just a few weeks or months ago might have been able to easily purchase or refinance their home are 
today being turned away by lenders who are still more focused on earning a profit than working with 
homeowners to maintain some stability within their communities. 


^ “ Fair Isaac Combats Credit Manipulation .” Elphinstone, J.W., Associated Press, June 5, 2007; and Fair Isaac Press 
Release, May 1 7, 2007. 

* “ Piggyback Credit Worries Loan Industry. ” Elphinstone, J.W., The Cincmnali Post, June 4, 2007, p. B7. 

* See, Appendices A and B. 

’ For example, IndyMac Bancorp, Inc. is on a hiring spree of loan officers in an effort to build up their retail 
divisions that are facing a significant increase in business. “Mortgage Lender Hires 600 ." Wei, tingling, The Wall 
Street Journal, Aug. 29, 2007, A3. 

* “ Credit Crunch Moves Beyond Mortgages .” Kim, Jane J., The Wall Street Journal, Aug. 22, 2007, p. Dl. 
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A Return to Normalcy in the Mortgage Market 

Sadly, conditions are likely to get worse before they get better for anyone who hopes to refinance their 
adjustable-rate mortgage (“ARM”) in the coming months. Large national banks and lenders who flooded 
the market when the industry was booming are now shutting-down their mortgage operations or closing- 
up shop altogether, leaving borrowers with few places to turn for home financing options. 

Over the past several months, we have heard from NAMB members from across the country whose 
customers discovered, sometimes at the closing table, that their mortgage loan would not be funded 
because a lender was bankrupt, going out of business, or eliminating a particular line of credit. 

Thankfully, our members were able to work with these customers to ensure that they found and secured 
funding from an alternative source. However, this is further evidence that today, more than ever, the 
small mortgage companies and local banks that remain invested in their communities have a vital role to 
play in preserving the integrity of neighborhoods and helping consumers stay in their homes. 

Congress has an opportunity to restore confidence and stability in the mortgage market and help countless 
homeowners facing the prospect of losing their home to foreclosure. We believe that this rising tide of 
foreclosures may be stemmed by swift and appropriate legislative action, but we urge Congress to remain 
cautious, thoughtful, and deliberate when contemplating changes that will have an effect on consumers’ 
ability to obtain affordable credit and remain in their homes for years to come. 

Today, we urge Congress to take the necessary steps to enable Fannie Mae, Freddie Mac, and the Federal 
Housing Administration (“FHA”) to further their respective missions and provide much-needed assistance 
to homeowners facing eminent default or foreclosure. Temporarily lifting Fannie Mae and Freddie Mac’s 
(together “the GSEs”) portfolio caps will inject necessary liquidity into a distressed market and help make 
financing more available and affordable for countless homeowners, especially those living in high-cost 
areas. Moreover, increasing the limits for GSE conforming loans and FHA loans in high-cost areas, 
coupled with elimination of the FHA down payment requirement, will greatly expand the opportunities 
for these entities to reach the first-time, minority, and low to moderate-income borrowers their respective 
programs are intended to serve. 

While there are a number of concrete steps that Congress can take to help struggling consumers today, 
there is an even greater opportunity for lawmakers to lay a strong foundation of consumer protection that 
will help safeguard generations of future borrowers. We outline in greater detail below our 
recommendations and proposals for minimizing and mitigating mortgage foreclosures both today and in 
the future. 

II. Recommendations for Reducing the Number of Foreclosures Today 

A. Lift the GSEs ' Portfolio Caps & Increase Their Conforming Loan Limits 

Recent events in the mortgage and credit markets have placed many homeowners in the untenable 
position of facing resets on their ARMs with little or no hope of being able to refinance or afford the 
higher monthly payments. However, in times of market stress, the GSEs have proven to be a reliable 
source of strength to the housing market. While others may have exited or severely curtailed their 
participation in the residential mortgage market, we believe the GSEs have the potential to step up, 
promote stabilization, and infuse much-needed liquidity into the market, thus providing borrowers 
looking to buy or refinance a home with greater options. 

Those who reside in certain high-cost areas of the country should not be penalized simply because of 
where they choose to live. Homebuyers living in these areas should be able to avail themselves of the 
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same assistance and benefits that the GSEs offer to other borrowers throughout the country. For this 
reason, NAMB supports setting regional conforming loan limits at levels designed to better serve those 
families living in high-cost areas where the median price of a home often exceeds the current conforming 
loan limits. Increasing the conforming loan limits in high-cost areas was an essential component to the 
Federal Housing Finance Reform Act of 2007 (“H.R. 1427”), which was passed by the House earlier this 
year. We applaud this committee for its work on H.R. 1427, and we strongly urge the Senate to pass 
companion legislation as quickly as possible. 

Moreover, NAMB supports injecting liquidity and stability into the mortgage market by lifting the caps 
currently placed on the GSEs’ mortgage portfolios. Temporarily lifting the caps would enable the GSEs 
to purchase additional mortgages thereby easing, in part, the current credit crunch and giving consumers 
who are in loans about to reset an opportunity to refinance and avoid possible default and foreclosure. 

We urge the Office of Federal Housing Enterprise Oversight (“OFHEO”) to restore confidence in our 
mortgage markets for both current and future homeowners, by lifting the portfolio caps and injecting 
much-needed liquidity into the mortgage market. 

B. Create a Stronger and More Viable FHA Loan Program 

1. H R. 1852: The Expanding American Homeownership Act of 2007 

In this environment of rising interest rates and shrinking liquidity, many first-time, minority, and low to 
moderate-income homebuyers need the safer and less-expensive financing options that the FHA program 
can provide. This is especially true for those consumers living in high-cost areas. For example, in 
California, twenty-nine of the fifty-eight counties are currently at the FHA ceiling of $362,790, with 
another six counties approaching that ceiling. Approximately eighty-five percent of California’s 
population resides in these twenty-nine counties, and many of these Californians are struggling to become 
or remain homeowners in areas where the median home price is $534,470. 

California is not alone. High-cost areas exist in many states, including New York, Massachusetts, 
Pennsylvania, Connecticut, New Jersey, and Maryland. In Maryland, twenty-four counties are currently 
at the $362,790 ceiling for FHA, while another seven counties are within $1,885 of that limit. As in 
California, these counties represent the great majority of Maryland’s population. Therefore, FHA has 
been driven from those parts of the country where consumers are most in need of affordable financing, 
forcing millions of borrowers to turn to high-cost financing and other non-traditionai loan products. 

A stated objective of the Federal Housing Administration (“FHA”) loan program is to increase origination 
of FHA loan products and expand homeownership opportunities for first-time, minority and low to 
moderate-income families. NAMB believes that the benefits of the FHA program should be available to 
all taxpayers; including those residing in high-cost areas, where borrowers are most often in need of 
affordable mortgage financing options. 

We applaud the amendment to the FHA reform bill, offered by Chairman Frank (D-MA) and Reps. Gary 
Miller (R-CA) and Dennis Cardoza (D-CA) and approved by the House earlier this week, which increases 
FHA loan limits on single-family homes from $417,000 to $500,000, to better accommodate more 
borrowers living in high-cost areas of the country. 

We urge the Senate to act to revitalize this valuable program and ensure that FHA remains capable of 
fulfilling its stated objectives and helping more Americans purchase and remain in their homes. A recent 
survey conducted by The Mellman Group of Washington, D.C. revealed that eight out of ten Americans 
favor FHA modernization that would make it easier for FHA to offer mortgage loans to first-time and 
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moderate-income homeowners.’ In passing H.R. 1852 earlier this week, the House has responded swiftly 
to the current market crisis, and paved the way for a stronger more vital FHA that is capable of meeting 
the needs of qualified borrowers. 

We applaud the House for passing H.R. 1852 and helping to once again make FHA loans a real choice for 
borrowers. 

2. The FHASecure Initiative 

FHASecure is a temporary program (loan applications must be signed no later than December 3 1 , 2008) 
designed to provide refinaneing opportunities to homeowners whose payments on conventional ARMs 
are expected to increase. Under FHASecure, homeowners who are delinquent under their existing 
mortgage following the reset of the interest rate, but have demonstrated their ability to repay, are eligible 
to refinance into a prime-rate FHA-insured mortgage. 

While NAMB supports the FHASecure initiative, its reach is limited. We are also concerned that lenders 
have been slow to adopt this new refinancing alternative, preventing this program from having its desired 
effect in the marketplace. To respond to the needs of thousands of subprime borrowers facing resets and 
trying to keep their homes. Congress must pass FHA reform legislation that allows for greater, long-term 
access to FHA loan products for all qualifying consumers. 

C. Provide Temporary Federal Income Tax Relief for Cancelled or Forgiven Mortgage Debt 

Industry participants are beginning to do what they can to assist borrowers struggling to avoid defaulting 
on their mortgages and stave off foreclosure. However, legislative and/or regulatory options for 
minimizing foreclosures and defaults are needed in some areas. For example, the current tax law counts 
any forgiven or otherwise cancelled mortgage debt on primary residences as “unearned income.” This 
means that it is taxable income. So, if a homeowner’s mortgage is refinanced, modified or they are able 
to arrange a work-out with a lender, the homeowner is penalized at tax time for the amount of the 
forgiven or cancelled mortgage debt. President Bush has encouraged instituting temporary tax relief for 
forgiven or cancelled mortgage debt on primary residences, and bipartisan bills have been introduced in 
both the House and Senate that address these changes. NAMB supports these initiatives so that more 
borrowers can work with their lenders in an effort to preserve their homes. 

D. Revise the Bankruptcy Code to Allow Homeowners to Restructure their Mortgage Debt and Stave 
Off Foreclosure 

Borrowers whose financial situation has forced them to turn to bankruptcy are facing an even greater 
obstacle to staying in their homes. Today, bankruptcy courts are unable to extend any relief on mortgage 
debt after bankruptcy proceedings have been initiated. This is due to a 1 978 amendment to the 
Bankruptcy Code" that prohibits the restructuring of primary mortgages for borrowers who have filed for 
bankruptcy. To complicate matters further, under the 2005 Bankruptcy Code Amendments, " a Chapter 7 
filing (where a lender can agree to let a borrower keep his house during a bankruptcy proceeding) was 
made much more difficult, forcing many borrowers to file Chapter 1 3, where the debtor must receive 
counseling and establish a repayment plan, and the court is prohibited from modifying any mortgage debt. 


’ PR Newsvrire, June 14, 2007. 

Mortgagee Letter 2007-11, U.S. Department of Housing and Urban Development, September 4, 2007. 
" PL 95-598, 1978 HR 8200 
PL 109-8, 2005 S 256 
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There have been a number of proposals to eliminate or otherwise limit (either permanently or 
temporarily) the provisions that exclude home loans from bankruptcy relief and place home mortgage 
debt on par with other secured and unsecured debt (i.e., allow a bankruptcy court to extend relief on 
mortgage debt). NAMB supports lifting the prohibition on restructuring a primary mortgage and allowing 
borrowers facing imminent foreclosure to skip the counseling requirement. We believe amending the 
bankruptcy code could help thousands of subprime borrowers facing unaffordable resets potentially avoid 
foreclosure and keep their home, despite declaring bankruptcy. 

III. Steps Necessary to Protect Future Borrowers and Ensure Market Stability 

We reiterate our longstanding view that abusive lending practices relate directly back to how individual 
loan officers present different loan programs to consumers and how consumers understand the features of 
the loan product they ultimately choose. Loan products and the pricing of risk are not inherently abusive. 
Each consumer is unique; each consumer chooses a loan originator and loan product for their own 
personal reasons and determines what is appropriate for them. For this reason, we support the 
implementation and enforcement of minimum standards for all loan officers; the creation of a national 
registry to track and remove bad actors from the industry; improved enforcement of prohibitions against 
deceptive and misleading advertising of mortgage products; reformed mortgage disclosures; and efforts to 
improve consumer financial literacy, 

A. Require All Originators to be Knowledgeable When Working With Consumers 

Since 2002, NAMB has consistently advocated for more stringent standards for all loan originators to 
protect consumers and curb abusive lending practices in the mortgage industry. Today, we again urge 
Congress to adopt uniform national standards for education, testing, and criminal background checks for 
all mortgage originators, and we support the creation of a national registry, governed by a federal agency, 
which would include every individual mortgage loan officer, including those working at banks, tenders, 
and brokerages. We remain steadfast in our belief that the value of an all originator approach lies in the 
uniformity of treatment between competing channels of distribution. Consumers deserve the same level 
of protection no matter where they choose to obtain a mortgage loan. 

One primary example of why all mortgage originators shouid be subject to uniform minimum standards 
was articuiated by South Carolina Attorney General, Henry McMaster, in a March 2007 mortgage fraud 
report.'^ Attorney General McMaster stated that South Carolina has “directly and disproportionately 
been targeted for this type [mortgage] of fraud.” While both the mortgage broker and mortgage broker’s 
company are required to be licensed in the state of South Carolina, “mortgage lenders [mortgage bankers] 
and their originators [loan officers] are basically unregulated. There is no oversight by the State.”''' Not 
coincidentally, the FBI has identified South Carolina as one of the top ten “hot spots” for mortgage fraud 
in the United States. 

Moreover, recent events in the mortgage market offer clear examples of why all mortgage originators 
should be subject to uniform minimum standards. The mortgage market of the 21“ century has evolved in 
conjunction with the burgeoning growth of the secondary market for mortgages, but the laws, regulations 
and oversight of this market have lagged behind to the severe detriment of consumers. Today, any 
legislative, reguiatory, or other governmental effort should account for the fact that the mortgage market 
is vastly different from the one that existed 20 years ago. 


See, Appendix C, “Mortgage Fraud Report,” South Carolina Department of Consumer Affairs, March 2007, p.l. 
" Ibid, p.4. 

"Ibid, p.l. 
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The traditional, “bank-centered,” model of mortgage credit involved institutions originating, funding and 
holding the risk of credit in a mortgage portfolio, which was overseen by in-house risk management and 
monitoring procedures. Credit and market innovations have separated these functions, allowing for 
greater efficiencies, diversification, spreading of risk, and increased liquidity. This, in turn, opened the 
doors of the market for mortgage credit to first-time, low-to-moderate income, and minority borrowers 
that had previously been shut-out of the home market. Accompanying this credit evolution were, of 
course, corporate structure and operational changes that influenced how customers obtained their loans, as 
well as how these loans were funded, managed and serviced. Today, the vast majority of loans are 
“brokered loans” regardless of whether they are obtained through a bank, mortgage lender, correspondent 
lender or mortgage broker. “ 

We do not deny that differences e-vist between depository and non-depository institutions, both in terms 
of their business models and how they are regulated, primarily because some of these entities are involved 
in businesses other than mortgage lending, namely banking. However, when it comes to the origination 
of mortgage loans, these entities are virtually indistinguishable, particularly in the eyes of consumers. 

Against this backdrop, we address one particular proposal that has been put forward regarding oversight 
and regulation of market participants. It has been suggested that a minimum net worth and capital 
requirement should be imposed on all mortgage market participants, regardless of business activities or 
size, as a measure of stability and accountability in the market. However, we have witnessed first-hand 
that capital requirements do little to protect either the market or the consumer. Many (large) lending 
companies that were once viewed as financially solid are bankrupt and gone, proving capital and net 
worth requirements are ineffective indicators of a mortgage originator’s ability to service or make the 
consumer whole. 

Net worth is illusory . A financial statement provides no assurance at all that an originator will maintain 
their net worth requirement; it simply provides a snapshot and can easily disappear. Imposing capital and 
net worth requirements does not enhance lending standards, but rather merely promotes market shares 
among competing channels. Capital and net worth requirements succeed in erecting barriers to small 
businesses entering the market, place an unfair and undue burden on them, and inhibit competition, 
leaving consumers with fewer choices and increased costs, while failing to offer any real protection to 
consumers now or in the future. 

In short, size and wealth do not automatically equate to honesty and competence. This fact must guide 
any future legislative or regulatory action, and it is inherent in the current proposal to establish uniform 
national standards for education, testing and criminal background checks, as well as a national registry, 
for all mortgage originators. The assertion that there is no need to oversee and regulate to some minimum 
standard the individual loan officers of Institutions has proven to be faulty. Stories of “baseball bats,” 
“boiler rooms,” and other push-marketing sales tactics paint a clear picture that oversight and regulation 
of the entity alone is simply not enough. 


“ See, Appendix D, “A Breakdown of the Mortgage Industry and How It Operates,” NAMB, June 2007. 

” "Pressure at Mortgage Firm Led to Mass Approval of Bad Loans. ” Cho, David, The Washington Post, May 7, 
2007, AO I ; “ Workers Sav Lenders Ran ‘Boiler Rooms’. " Hudson, Mike and Reckard, Scott E., Los Angeles Times, 
Feb. 4, 2005; “ Inside the Countrywide Lending Spree .” Morgenson, Gretchen, The New York Times, Aug. 26, 2007. 
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I. Increase Professional Standards: Require Minimum Education, Testing, and Criminal 
Background Checks for All Mortgage Originators 

Unfortunately, the growth that has occurred in the mortgage finance industry has led to a corresponding 
rise in the number of uneducated and unlicensed mortgage originators. We must be careful however, not 
to allow ourselves to be blinded by the notion that these unlicensed and uneducated bad actors have found 
a home exclusively in one segment of the industry. There are unprofessional and unscrupulous 
originators working throughout the mortgage industry, including at banks, credit unions, brokerages, and 
loan companies. If we really want to safeguard homebuyers from abusive and predatory lending practices 
and provide them with more than the illusion of protection, professional standards must be established for 
all mortgage originators and enforced across every distribution channel. 

When consumers are sitting across the table from a mortgage originator, they generally cannot distinguish 
one distribution channel from another. From the perspective of the consumer, there is essentially no 
difference between banks, lenders, and brokers when it comes to originating mortgage loans. Moreover, 
there is no reason to distinguish one distribution channel from another when each is engaged in essentially 
the same activity. It is not in the consumers’ best interest to draw artificial lines between entities based 
upon their size, structure, or place in the federal-state regulatory dichotomy. There is absolutely no 
relationship between the size or structure of a mortgage company and the quality of its loan officers. 
Regulating only small segments of a larger industry leaves cracks for bad actors to continually slip 
through, as evidenced by the ease of un-checked movement of loan officers from one employer to another 
in today’s market. As we mentioned above, we are now seeing many of the loan officers that have been 
terminated by lenders being offered positions at federally-chartered institutions that are marketing the 
ease with which their loan officers can avoid state licensing requirements and originate loans in all 50 
states. 

More can and should be done to increase professional standards for all mortgage originators. NAMB 
believes that part of the solution to successfully combating abusive and predatory lending practices is 
requiring a minimum level of education and mandatory testing for all loan officers, regardless of where 
they are employed. Education and testing of each and every mortgage originator helps to ensure that 
consumers will receive accurate and consistent product information that will allow them to make an 
informed decision about different loan financing options available in the market. To ensure all mortgage 
originators remain knowledgeable and competent to address customer concerns, NAMB also supports 
mandatory continuing education and professional ethics training. NAMB also believes that all mortgage 
originators should be subject to a federal criminal background check to prevent bad actors from entering 
or remaining in the industry. 

The application of these minimum professional standards to all originators will create a mortgage market 
where consumers are free to shop and compare mortgage products and pricing across distribution 
channels without fear or confusion. We believe a federal effort must be undertaken to establish and 
implement minimum national standards that would function as a floor for all state and federal regulation, 
as well as internal corporate policies and procedures. 

It has been suggested by some that requiring minimum standards for all loan originators is unnecessary, 
but we strongly disagree. The creation and implementation of a national minimum standard for every 
mortgage originator, which functions as a baseline for all regulation and corporate policy, is neither 
burdensome nor duplicative. Such a standard, when implemented across every distribution channel, will 
raise the bar for anyone currently failing to meet it, and impose no greater restrictions on any state or 
entity whose requirements already surpass it 
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2. Create a National Registry, Governed by a Federal Agency 

NAMB supports the creation of a national registry, provided: (1) it is governed by a federal agency such 
as the FTC, the Federal Reserve Board, or HUD; (2) the federal government requires every individual 
mortgage originator, including loan officers working for federal and state-chartered banks and lenders, 
credit unions, and mortgage brokers to register; (3) every individual pays a fee to be in the registry; and 
(4) the fee is used to cover operational costs for the registry, create funds earmarked for additional 
enforcement of mortgage laws, and assist ongoing consumer financial literacy programs. 

We believe individuals who choose to work in the mortgage industry should be held accountable for their 
actions. If any mortgage originator is found guilty of improper conduct, he or she should be kicked out of 
the industry permanently. This national registry will stop bad actors from remaining in the mortgage 
industry, but only if it includes every individual mortgage originator at every state and federally-regulated 
entity. Without universal inclusion in the registry, bad actors will remain free to move, unchecked, from 
one entity to another and one community to another without any interference. 

In a recent Business Week article,'* it was reported that a homebuilder offered to provide a mortgage to a 
couple seeking to purchase a new home, rather than to send them to a lender or a bank to obtain financing. 
When it appeared that the couple may not qualify for the loan, the homebuilder inflated the couple’s 
earnings reported in loan application documents by incorrectly stating that they were collecting rental 
income from the house they would be vacating. This couple now has a very large debt on two dwellings 
that they are unable to pay and they are nearing foreclosure. This example is just one of many that 
illustrate why a national registry should include all mortgage originators. A registry that includes only 
mortgage brokers would not capture this homebuilder’s in-house lender. 

Ranking Member Spencer Bachus (R-AL) along with several leading members of this Committee have 
introduced H.R. 30 1 2, the “Fair Mortgage Practices Act of 2007,” which mandates all mortgage 
originators be included in a national registry so that consumers, like the couple in the example above, can 
track their loan originator. This legislation also requires mandatory licensing, education, testing, and 
criminal background checks for mortgage originators. We believe this is common-sense legislation that 
protects consumers regardless of which distribution channel they choose, and we strongly urge the 
committee to adopt this legislation. 

B. Improve Lending Practices: Require Mandatory Escrow Accounts for Taxes and Insurance 
on All Subprime Loans 

There continues to be significant discussion surrounding mandating escrow accounts for taxes and 
insurance for certain segments of the mortgage market. NAMB supports requiring escrow accounts for 
taxes and insurance on all subprime, first lien mortgages, regardless of the borrower’s loan-to-value ratio. 

C. Strengthen Enforcement of Prohibitions Against Deceptive Marketing and Advertising of 
Mortgage Products 

Just last week, the Federal Trade Commission (“FTC”) warned mortgage lenders, brokers, and media 
outlets that some ads appearing in print and online may violate federal law. In letters to more than 200 
mortgage advertisers and others, the FTC noted that “many mortgage advertisers are making potentially 
deceptive claims about incredibly low rates and payments, without telling consumers the whole story - 
for example, that these low rates and payments apply for a short period only and can go up substantially 


'* “ Bonfire of the Builders: Bv Rushing Into the Mortgage Busines.s Big-time. Homebuilders Helped Fuel the 
Housing Crisi.s .” Der Hovanesian, Business Week, August 13, 2007. 
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after the loan’s introductory period. Homeownership is the American dream, but it can become a 
nightmare for consumers who don’t have the information they need to understand the terms of their 
mortgage.”'’ 

NAMB supports the efforts being undertaken by the FTC and urges Congress to encourage all state and 
federal regulators to strengthen and increase enforcement actions against all parties involved in 
deceptively advertising or marketing mortgage loan products or services to consumers. 

D. Clearly Disclose the Role of the Originator in Mortgage Transactions 

Because of the proliferation of affiliated business arrangements and the blurring of once clear lines of 
delineation between distribution channels, consumers are finding it more difficult than ever to choose a 
mortgage originator and understand the role that the originator will play in their loan transaction. NAMB 
believes consumers would benefit from a clear, upfront, and uniform disclosure of the role of the 
mortgage originator in each transaction. To enhance consumers’ ability to comparison shop, this uniform 
disclosure should be required to be given by each and every mortgage originator (whether state or 
federally-chartered or supervised) at the onset of the consumer’s mortgage shopping experience. In 1998, 
NAMB urged the U.S. Department of Housing and Urban Development (“HUD”) to adopt such a 
disclosure as part of the required disclosures under the Real Estate Settlement Procedures Act 
(“RESPA”). In 2002 and in 2005, NAMB again requested that HUD adopt this disclosure. To date, 

HUD has not responded. Some states have adopted this as a requirement, but it is not enough. 

A disclosure of the role of the mortgage originator should outline the nature and extent of the relationship 
between the consumer and his/her mortgage originator, and clearly communicate one of the following: 

• The mortgage originator does not owe any obligation or duty to the consumer or any other party 
to the transaction (i.e., the bank, lending source, or other entity), and is acting as an intermediary 
only; 

■ The mortgage originator has a fiduciary obligation to the bank, lending source, or other entity and 
therefore cannot act exclusively in the consumer’s best interests in this transaction; 

• The mortgage originator is willing to enter into an agency relationship with the consumer through 
a binding contract that will make the originator the “agent” of the consumer. 

We strongly believe that this simple, straight-forward disclosure of the mortgage originator’s role in 
specific transactions would, if universally required, eliminate any confusion on the part of consumers and 
strengthen consumers’ bargaining position when shopping for a mortgage. 

A direct analogy may be drawn to the real estate brokerage industry, which is also largely state-regulated. 
Not unlike mortgage originators, real estate brokers and agents deal with different parties to a transaction 
(buyers and sellers) in a variety of different capacities. Real estate brokers and agents may enter into an 
agency relationship with either a buyer or a seller; or they may function in a limited agency capacity for 
both the buyer and the seller. Alternatively, they may elect not to enter into any agency relationship at all 
and act exclusively as an intermediary. We believe that mortgage originators should operate under a 
similar model, where they may choose, along with their customers, to enter into an agency relationship 
with either the lender or the borrower; serve as the limited agent for both the lender and the borrower; or, 
act as an intermediary only In the mortgage transaction. 


” “FTC Warns Mortgage Advertisers and Media That Ads May Be Deceptive, " FTC Press Release, September 1 1, 
2007, quoting Lydia Pames, Director, FTC Bureau of Protection. 
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Because of the complex and sometimes uncertain nature of the relationship between originators and 
borrowers, we believe consumers would benefit from a clear, concise, and mandatory disclosure of that 
relationship early in the mortgage shopping stage. Some states, like Florida, require real estate brokets to 
provide consumers with a specific Brokerage Relationship Disclosure that outlines the duties of real estate 
brokers serving in their different capacities (i.e., as a single agent, limited dual agent, or intermediary). 
Florida requires this disclosure to be made in writing. 

NAMB believes that the real estate brokerage model in Florida could serve as an appropriate template for 
a mandatory disclosure of the role of loan originators in the mortgage industry. We take this opportunity 
to once again urge HUD to use it rulemaking authority to adopt a uniform Role of the Originator 
Disclosure, and require it to be given to consumers early in the mortgage shopping process. 

In addition to choosing the loan product and pricing options that they prefer, consumers should be given 
the opportunity to make an informed choice of whether to shop around or work with a mortgage 
originator who is willing and able to act as their agent in the transaction. Requiring all originators to 
clearly and accurately inform consumers of their role in the transaction will level the playing field and 
enhance consumers’ ability and perhaps desire to comparison shop and find a loan product and originator 
they are comfortable with. 

E. Create Simplified, Modernized, and Consumer-Tested Mortgage Disclosures 

NAMB supports clear, consistent, and uniform communication with borrowers from the mortgage 
shopping stage, through consummation and afterwards, throughout the life of the loan. When designed 
and used appropriately, in conjunction with originator education and consumer financial literacy efforts, 
disclosures alert potential borrowers to the risks and benefits presented by particular loan products and 
promote meaningful comparison shopping. Although disclosures alone are not enough, proper disclosure 
of critical information can aid the consumer in making an informed choice of loan product. 

As reported in a recent Federal Trade Commission (“FTC”) Report on Improving Mortgage Disclosures, 
“choosing the wrong mortgage can cost consumers thousands of dollars in unnecessary up-front costs and 
larger monthly payments, result in unpleasant surprises and financial difficulties during the course of the 
loan, and, in some cases, even threaten a consumer’s homeownership and financial solvency.”^" The 
report goes on to say that “consumers can better avoid these problems if they understand the costs and 
terms of their mortgages. By comparing loan offers from competing lenders, and by understanding the 
cost and terms of the loans, consumers can make accurate comparisons and identify the least expensive 
loan that fits their needs.”^' 

Current disclosures have failed to keep pace with market innovations. Consumers are not being given the 
tools needed to effectively shop for a mortgage in a market with increasingly innovative and complex 
options. The FTC study reveals that both prime and subprime borrowers failed to understand key loan 
terms when viewing current disclosures, and both groups of borrowers benefited when given improved 
prototype disclosure forms. In addition to showing that current mortgage disclosures are ineffective at 
conveying key mortgage costs to consumers, the prototype disclosures developed by the FTC and used 
for this study illuminate the importance of consumer testing and demonstrate the fact that creating a better 
disclosure form is feasible.^^ 


™ “Improving Consumer Mortgage Disclosures: An Empirical Assessment of Current and Prototype Disclosure 
Forms,” Federal Trade Commission, Bureau of Economics, June 2007, p. 1. 

-'Id. 

Id., Executive Summary. 
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NAMB believes it is necessary to create and implement a revised Good Faith Estimate (“GFE”) and a 
new, loan-specific payment disclosure that will: (1) educate consumers about the specific loan product 
being considered and/or chosen, and (2) enable consumers to comparison shop and ultimately exercise an 
informed and independent choice regarding a particular loan product. 

1, A Revised Good Faith Estimate ("GFE") 

In 2005, NAMB proposed a one-page GFE in response to a series of roundtables conducted jointly by 
HUD and the Small Business Administration.^^ This one-page GFE mirrors the HUD-1 consumers 
receive at settlement, communicates the loan features and costs, and fully discloses the role of the loan 
originator in the mortgage transaction. Most important, the revised GFE provides specific information 
that is most valued by consumers - meaningful closing costs and monthly payment. 

This one-page GFE can help curb abusive and predatoiy lending tactics, such as bait-and-switch schemes, 
and safeguard homebuyers by clearly and objectively informing them of the role of the loan originator in 
the transaction and granting them a private right of action against their loan originator. 

2. A Loan-Specific Payment Disclosure 

There is currently no loan-specific disclosure given to borrowers that effectively communicates the 
variability of the interest rate and monthly payments for specific loan products. As a result, some 
borrowers are choosing mortgages without really understanding how much or how often their interest rate 
and payments can fluctuate. This leaves consumers open to confusion, unable to meaningfully 
comparison shop, and susceptible to “payment shock.” 

NAMB recognizes that there is a critical need for a uniform loan-specific disclosure, and that such a 
disclosure must be required across all distribution channels if it is to be effective. The Proposed 
Illustrations of Consumer Information for Subprime Mortgage Lending (“Proposed Illustrations”), 
recently issued by the Federal Banking Agencies, is a good first step, but these illustrations do not go far 
enough. The Proposed Illustrations are not intended as model forms and will not be required by the 
Agencies. A model loan-specific disclosure form should clearly and concisely outline all of the material 
terms (f.e., actual rate and payment adjustments under a “worst case scenario”) of the specific products 
that a consumer is considering, and should be mandated across all distribution channels. We believe such 
a disclosure will minimize the risk of consumer surprise or “payment shock” when interest rates reset on 
ARM loans. 

NAMB strongly encourages Congress to urge the Federal Banking Agencies to adopt a model loan- 
specific disclosure form and require all loan originators to provide this form to consumers, regardless of 
loan-product type. We believe such a mandate can and should be accomplished through regulation, in 
order to speed its implementation and ensure its application across all distribution channels. Specifically, 
we believe a loan-specific disclosure can be required early in the loan shopping stage through RESPA, 
Regulation X (e.g., it can accompany the initial GFE); and an additional loan-specific disclosure can be 
required at closing through the TILA, Regulation Z. As with any disclosure, NAMB strongly believes 
that a loan-specific disclosure should be consumer-tested by an independent third-party or government 
agency prior to requiring that all mortgage originators provide this form to their customers. 


See, Appendix E, “NAMB Proposed GFE.” 
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A uniform and straight-forward disclosure, such as the one proposed here, will aid in the comparison 
shopping process for consumers and will provide a simple and clear explanation of the “worst-case- 
scenario” for various loan products. 

F. Encourage Consumer Financial Literacy 

NAMB believes consumers should possess the necessary financial knowledge to carefully evaluate the 
risks and rewards of different loan products. Financial literacy is the tool that consumers need to make an 
informed decision as to whether a particular product meets their individual needs. Financial literacy can 
also be valuable in helping consumers avoid default and foreclosure. If a consumer understands the risks 
and rewards of the product they choose, they will be more likely to understand their obligations under that 
product and the ramifications of any failure to satisfy those obligations. 

Regardless of how knowledgeable a mortgage originator is or becomes, an educated consumer is always 
in a better position to make an informed decision when selecting a loan product to match his or her 
financial needs and goals. Borrowers must possess a certain financial acumen to properly evaluate the 
risks and benefits of different mortgage products that have been highlighted and communicated by an 
educated mortgage originator. NAMB urges Congress to allocate funds for financial literacy programs at 
the middle school and high school levels so that consumers are educated about the financial decisions 
they make and retain their decision-making ability. NAMB also supports utilizing funds raised from the 
national mortgage originator registry, discussed above, to support ongoing financial literacy programs in 
the states. 

NAMB has always been a staunch supporter and advocate for consumer financial literacy. Our firm 
belief that an educated borrower is significantly less likely to face default or foreclosure is demonstrated 
by our active involvement in various consumer education efforts. Recently, NAMB introduced a 
pamphlet entitled “What Happens When Your Credit Report is Requested - Stop the Calls; Stop the Junk 
Mail; Protect Your Credit; Protect Your Identity.” This consumer-oriented piece offers tips to avoid 
identity theft and provides valuable information about what to watch out for in prescreened credit 
solicitations, NAMB is also preparing to finalize a new consumer brochure that offers some basic tips for 
first-time homebuyers and defines a number of key mortgage shopping terms. 

NAMB commends President Bush for recently announcing his intentions to create a Presidential Council 
on Financial Literacy, and we look forward to working with other leaders in the financial services 
industry to raise awareness of the many important and complex issues facing consumers today. We urge 
Congress, state and federal regulatory agencies, and our partners in the industry to continue to explore 
avenues of outreach to borrowers and work to educate borrowers on financial literacy throughout their 
lives, rather than just at the time of application or at the closing table. 

G. Maintain Consumers ' Role and Responsibility as Decision-Maker 

It is imperative, regardless of what measures are ultimately pursued, that we ensure the integrity of the 
consumer decision-making process remains intact. Consumers are and must remain the ultimate decision 
makers regarding the product, price, and services purchased in conjunction with mortgage financing. 
Selecting a mortgage is a very personal choice, and only the consumer can determine whether a particular 
loan product is “suitable” for his or her financial needs and goals, or if it might be in his or her “best” 
interest to continue shopping. No mortgage originator, company, bank, investor, or government agency 
should ever superimpose or be required to superimpose its own judgment for that of the consumer. 

Consumers currently enjoy the freedom and responsibility to choose their own mortgage products, take 
advantage of the competitive marketplace, shop, compare, ask questions, and expect answers. No law or 
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regulation should ever take away consumers’ freedom to decide for themselves what is or is not a 
valuable loan product. NAMB remains opposed to any contemplated law, regulation or other measure 
that attempts to impose a fiduciary duty upon mortgage originators and strip consumers of their ability to 
freely choose the product, pricing, and services that meet their individual financial needs and goals. 

IV. Conclusion 

The reality of today is that any regulatory, legislative, or other governmental effort to address the rising 
number of foreclosures and help consumers remain in their homes must be undertaken in a thorough and 
deliberate manner. It is important to bear in mind that the problems consumers are facing have likely 
been caused by a multitude of factors, and therefore require multifaeeted solutions. We anxiously await 
the results of the GAO study on foreclosures and we look forward to working with Congress to address 
the needs of consumers today and to craft meaningful safeguards that will protect borrowers into the 
future. 

Consumers want to get loans they can afford and keep. They want to know how much their monthly 
payment will be, if it will change and how much getting that loan will cost them at the closing table. 
Consumers deserve more than merely the illusion of protection. Consumers deserve the same level of 
protection no matter where or with whom they choose to do business. 

Thank you for the opportunity to appear before this Committee and discuss this veiy timely and critical 
issue. I am happy to answer any questions that you may have. 
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APPENDIX A 


Original Message 

From: Jeff Gantt 

To: undisclosed-recipients: 

Sent: Tuesday, August 21, 2007 5:33 PM 

Dear Valued Customer, 

My name is Jeff Gantt and I am the former VP of National Sales & Marketing for PHM 
Financial Services. Unfortunately PHM decided to withdraw from wholesale operations due to 
volatile market conditions. My sales team and I have since moved on and have partnered with 
Horizon Banks, N.A. to create Horizon Banks Wholesale Lending. 

Horizon Banks, N.A. is a federally chartered bank based out of Denver, CO. The wholesale 
lending division is a nationwide wholesaler of Alt-A, Jumbo, Agricultural, Option Arm and 
Conforming loan programs. We have an extensive product offering with many niche products 
and unique benefits. One of those unique benefits provides you with the ability to originate loans 
in ALL 50 states with NO additional licensing requirements. 

Though the current lending market is experiencing radical changes and instability Horizon Banks 
Wholesale Lending has a wide array of Alt-A and Non Conforming products available. 

Feel free to contact me directly or visit our website to obtain product highlights and information. 

www.horizonbankswholesale.com 

My sales team and I look forward to working with all of you again. 

Sincerely, 

Jeff Gantt 
V.P., National Sales 
Horizon Banks Wholesale 
Direct! 303.962.0112 
Fax: 303.962.0162 

www.horizonbankswholesale.com 
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From; 

Sent: Sunday, September 09, 2007 9:35 PM 
To: gQvernmentaffairsOinamb.ora 
Subject: Another way to avoid state licensing 

Am I a sucker to try to compiy with state iaws when it becomes this easy to avoid them? This is about the 
fourth offer I've received in recent days to avoid all state licensing requirements. There are probably 
many more companies with similar offers, I just have not looked for them. 
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Mortgage fraud is one of the fastest growing crimes in the United States. 
In their latest report, the Federal Bureau of Investigation (FBI) identified South 
Carolina as one of the top ten "hot spots" for mortgage fraud in the United 
States. The South Carolina Attorney General fiulher indicates that South 
Carolina has directly and disproportionately been targeted for this type of 
fraud. 

What is mortgage fraud? 

Mortgage fraud is a material misrepresentation, misstatement or omission 
that is rehed upon by an underwriter or lender to fimd, purchase, or insure a 
loan. Mortgage fraud is insidious, robbing homeowners and seniors of the equity 
in their homes and preventing first time home buyers from buying a home - the 
American Dream. Mortgage fraud also hurts the economy, since the housing 
industry has been its driving force in recent years. Therefore, we all lose. There 
are generally three motives for mortgage fraud: fraud for profit, fraud for 
housing and fraud to support or hide other criminal activity. 

Fraud for profit is generally perpetrated by those inside the housing and 
mortgage industry. To be able to perpetrate the fraud requires the insiders to 
work together, resulting in a conspiracy. The list of those involved includes real 
estate agents and brokers, loan originators for mortgage brokers and lenders, 
homebuilders, appraisers, title insurance agents and closing attorneys, as well as 
others. Cases in the last three years prosecuted by the United States Attorney's 
Office in South Carolina have resulted in convictions or plea agreements of 
over 80 individuals who were insiders as described above. The fraudulent 
schemes include property flips, loans based on fictitious properties, 
misrepresenting investment property as owner-occupied property, 
misrepresenting or using the personal identity of others (identity theft), using 
false or forged documents very often through "straw buyers" to obtain a loan, 
and creating fictitious or nonexistent payees. 

Fraud for housing is generally initiated either by a homebuyer or with 
their assistance so they can purchase or refinance a home. This type of fraud, 
although assisted by the homebuyer, generally results in huge profits for the 
insiders. Typically, the borrower will misstate income and/ or expenses or forge 
documents to qualify for a mortgage or lower interest rates. 

Fraud to support or hide other criminal activity, usually involves 
criminals using the mortgage industry to laimder money or using the proceeds 
from a mortgage fraud scheme to fimd other criminal activity. The fraudulent 
schemes include drug traffickers purchasing homes at inflated prices to launder 
money, terrorists buying safe houses and homes purchased for other criminal 
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activity, such as drag manufacture, prostitution, "chop shops" or counterfeiting. 
According to the FBI, criminals see the large sums of money in the mortgage 
industry as more profitable and less risky than other crimes. 

What is causing the increase in mortgage fraud? 

The following information is excerpted from various reports on the 
mortgage industry and provides a historical perspective on the changes that are 
attributable to the increases in mortgage fraud experienced today. 

The mortgage industry used to be a highly regulated business. Most 
mortgages were originated "in house" by banks and savings and loan 
companies. "In house" means bank employees originated the mortgages and the 
bank retained and serviced the mortgages. The banks and savings and loan 
companies were aU highly regulated, primarily by federal regulators, however 
with the collapse of the savings and loan companies, new players entered the 
market. These new players included mortgage brokers and mortgage bankers. 
The mortgage brokers essentially took the place of the "in house," 
employee/ originators, and the mortgage bimkers provided the funding, 
wholesale lenders. Mortgage bankers either sell their mortgages in the secondary 
market or hold them. If they hold the mortgages they will either service them or 
sell the servicing rights to others. Other new players include joint ventures 
between banks and others in the housing industry, for example, real estate 
agents/ brokers, homebuilders and others. The mortgage bankers, brokers and 
joint ventures, in most cases, are ordy regulated by the individual states. Until 
recently, most states did not regulate these industries, or if so, only minimally. 

The mortgage industry has seen phenomenal growth, grossing 
approximately $400 biUion in 1999 to between $2 and $4 trillion in 2006. Based on 
recent history, it appears this growth will continue. Additionally, the mortgage 
industry is very competitive; forcing those in the industry to cut their costs, 
reduce the time from origination to closing and to introduce new products. Cost 
cutting has seen a shift from quality control to production. Quality control is 
where you would expect questionable loans to be identified. Reducing the time 
to close has taken the human element, the experienced eyes that would detect 
fraud, out of the process. Additionally, the shift to automated underwriting, 
again takes quality control out of the equation. In some cases, the new products, 
such as low documentation and no dociunentation loans (low doc and no doc) 
being offered are more prone to fraud. Low doc and no doc loans require less or 
no verification of the apphcant's income or assets. 
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With these conditions and the possibility of making extraordinary 
amoimts of money, the industry attracts unsavory characters with little or no 
experience or regulatory oversight. 


Who pays for mortgage fraud? 

We all pay, directly or indirectly. Homeowners and homebuyers pay 
directly through increased costs for mortgages and higher property taxes as 
fictitious appraisals and property flips increase property values. Indirect costs 
include taxes and lender costs to fight and/or prevent such crimes. Lenders also 
pass on their increased costs to consumers. 

What is the extent of mortgage fraud? 

The short answer is we do not know. Primarily because there is not a 
single repository or clearing house for mortgage fraud information, the extent of 
mortgage fraud is unknown. This need has been recognized by the FBI, industry 
and state regulators as a shortfall. 

The FBI obtains their information based on Suspicious Activity Reports 
(SARs), however, only federally regulated entities are required to file SARs. 
Regardless, there is an increase in the number of SARs filed nationally, from 
62,388 in 1996 to 522,655 in 2005. The latest report from the FBI states 279,703 
SARs were filed in the first six months of 2006, with the expectation that 2006 
will break all records. Also in this report, the FBI indicated South Carolina is one 
of the "Top Ten Hot Spots" for mortgage fraud. Additionally, the report shows 
that the foremost occupations for the fraudsters as finance related, including 
mortgage brokers, lenders and their employees. The types of fraudulent 
mortgage loan activity reported included falsification of the loan apphcation, 
identify theft/ fraud, misrepresentation of loan purpose or misuse of loan 
proceeds, appraisal fraud, fraudulent flipping of property and fraud involving 
multiple loans. 

The Mortgage Asset Research Institute (MARI) is another source of 
information on mortgage fraud. MARI receives information primarily from 
subscribers, primarily mortgage lenders, therefore the data is not complete, but it 
paints a bleak picture as weU. MARI attributes some of the reported mortgage 
fraud on the following factors: high origination volumes have strained lenders 
quality control processes, companies concentrating on production demands, 
assigning new, less trained staff in production where seasoned employees might 
detect mortgage fraud and the introduction of non-traditional products with less 
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quality control. MARI ranks individual states based on a mortgage fraud index. 
From 2001 through 2004, MARI reported South Carolina in the top ten in the 
United States in mortgage fraud. However in their latest report South Carolina 
has moved to number nineteen. An improvement, but we should not be satisfied, 
last place is our goal. To achieve this goal, we need to move forward with 
additional measures to further reduce mortgage fraud. 

The FBI and MARI both agree that mortgage fraud is on the increase. A 
concerted effort is necessary to combat mortgage fraud; otherwise it could 
cripple the industry and prevent every American's dream of home ownership. 

What have we done in South Carolina? 

On Jrme 3, 2003, South Carolina's Governor signed the South Carolina 
High Cost and Consumer Home Locms Act (the Act), with an effective date of 
January 1, 2004. This historic legislation's purpose was to curb abusive 
residential mortgage lending practices in South Carolina. Added to the 
Consumer Protection Code, the Act gave the Department of Consumer Affairs 
(Department) the primcuy responsibility for its enforcement. The Act is very 
similar to the Predatory Lending Act (PLA) in North Carolina. However, North 
Carolina soon realized that the PLA was not enough. Additional legislation was 
required to set minimum standards for all elements of the industry - lenders and 
brokers aUke; and to give the State the authority necessary for enforcement. The 
solution was the Mortgage Lending Act (MLA). The MLA was a collaborative 
effort of consumer advocates, industry leaders and lawmakers. Without this 
comprehensive licensing law, authorities were unable to find those in violation 
of the PLA. In South Carolina, we find ourselves facing the same problem. 

On January 13, 2005 Act Number 7, amendment to Title 40 Chapter 58, 
Licensing Requirements Act of Certain Brokers of Mortgages on Residential Real 
Property became law. The amendment required the licensing of originators for 
Mortgage Brokers and established minimum standards to be licensed. These 
standards provided a threshold for a segment of the industry and the 
Department enforcement authority. Prior to passage of this legislation no 
minimum standards, in experience or education, or a mechanism to check even 
state criminal records for originators employed by mortgage brokers existed. 
However, this was ordy the first step necessary for regulation emd enforcement in 
the mortgage industry. Mortgage lenders and their originators are basically 
unregulated. There is no oversight by the State. Additionally, first mortgages 
and junior liens less than 12% have little or no protections for consumers 
under the Consumer Protection Code. Most mortgages in today's market are 
funded and in some cases originated by non-depository mortgage bankers. 
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who in most cases are only regulated by the individual states. In South 
Carolina, that regulation is missing. 

The South Carolina Department of Consumer Affairs, in coordination 
with the North Carolina Commissioner of Banks, the Georgia Department of 
Banking and Finance, the Florida Office of Financial Regulation and the 
Department of Housing and Urban Development (HUD) (Southeastern Region) 
sponsored a mortgage fraud conference in Savannah, Georgia on June 22, 2006. 
The conference. Stop Mortgage Fraud, Spot it! Stop it!, was attended by state and 
federal regulators and law enforcement, including the sponsors, the FBI, 
the US Attorney for SC and NC, other law enforcement and regulators, 
and industry professionals. The conference resulted in increased 
cooperation and information sharing between all participants to combat 
mortgage fraud. As an example, the Department has referred several 
cases to the FBI, IRS and the Secret Service in recent months and 
routinely shares information with other state regulators. 

(SEE ATTACHMENT) 

In addition, the Department has sponsored and conducted numerous 
classes on detecting and preventing mortgage fraud. These classes were given to 
mortgage professionals in South Carolina. Also the Department participates in 
other educational events such as the Palmetto Affordable Housing Forum. Lewis 
Bums, Chair of the Department’s Mortgage Broker Advisory Board said, 
“We still have a lot of work to do and I look forward to working with the 
Department in making South Carolina a state free of mortgage fraud.” 

How DO WE COMBAT MORTGAGE FRAUD? 

We combat mortgage fraud by using a two-pronged approach; First, 
identify and prohibit known perpetrators from engaging in business, then 
investigate and prosecute the perpetrators. 

To identify and prohibit known perpetrators (fraudsters), requires a 
licensing process that includes national records checks, including FBI and state 
criminal records and adjudicated enforcement actions by licensing authorities in 
other states. Fraudsters are known to be mobile, moving from one state to 
another, and migrating from one industry to another. For example, an 
investment adviser in South Carolina lost his securities license as a result of 
converting an investors funds to his own. This person then changed to the 
mortgage industry and was recently prosecuted for mortgage fraud. The 
licensing must include loan originators whether employed by mortgage brokers 
or lenders, first and second mortgage lenders and mortgage servicing companies. 
(See Comparison of SC and NC licensing laws at Attachment) The mortgage 
industry has become for the most part, national and even international in scope 
but regulation and enforcement should remain with the state where the actual 
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damage is felt. We looked at other states' laws, including North Carolina, and 
believe that there can be a balance between necessary regulation and any burden 
to the industry. (See Attachment that show states that regulate mortgage 
brokers, lenders and services) 

We have also been working with our national associations, American Association 
of Residential Mortgage Regulators (AARMR) and the Conference of State Bank 
Supervisors (CSBS) to develop a National Licensing System. It is intended to be a 
web-based licensing application system that would be used by all states and 
make available licensing and adjudicated actions against a hcensee to all states in 
which a license is sought. This will help curb fraudsters and bad actors from 
moving from one state to another as they do now. 

The member states are also working to increase uniformity for licensing 
and regulation of the mortgage industry. We believe that this initiative wiQ help 
lessen the burden on the industry as well. HSBC's Presentation to the National 
Conference of State Legislatures reinforces this concept. Furthermore, another 
area of concern is mortgage servicing. The Department receives a significant 
number of consumer complaints related to mortgage servicing, another part of 
the mortgage industry that is essentially unregulated, but affects our largest 
investment, our home. 

To effectively prosecute requires a clearinghouse for all suspected 
mortgage fraud and a coordinated effort to investigate and prosecute the 
perpetrators, including local, state emd national authorities. The Department is 
already working with state and national authorities, including the Attorney 
General of South Carolina, the FBI, the Secret Service, the IRS, the US Attorney's 
Office and HUD in this effort. We have formed a mortgage fraud task force and 
have started sharing information. More needs to be done; we need the assistance 
of local and state law enforcement emd solicitors in the investigation and 
prosecution of perpetrators. In addition, state and local law enforcement need 
clear authority and guidance on the crime of mortgage fraud. And finally, the 
Department needs the law changes previously identified to assist in enforcement 
actions and identifying the fraudsters. 

Recommendations 

• Enact a Comprehensive Mortgage Lending Act 

• Consider Participation in the National Licensing System 

• Continue working with other states to develop uniformity in licensing and 
regulation of the Mortgage Industry 

• Assist in establishing a National Clearinghouse for Reporting suspected 
mortgage fraud that includes a toll-free number. 
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Tips to prevent you from becoming a victim of mortgage fraud 

General Tips: 

If it sounds too good to be trae— it probably is! 

Never sign a blank document or a document containing blanks. This leaves you 
vulnerable to fraud. 

Don't sign anything you don't understcind. 

Mortgage Fraud Prevention Tips: 

Get referrals for real estate and mortgage professionals. Check the licenses of the 
industry professionals with state, county, or city regulatory agencies. 

Be suspicious of outrageous promises of extraordinary profit in a short period of 
time. 

Be wary of strangers and unsolicited contacts, as well as high-pressure sales 
techniques. 

Look at written information to include recent comparable sales in the area and 
other documents such as tax assessments to verify the value of the property. 

Understand what you are signing and agreeing to. If you do not understand, re- 
read the documents or seek assistance from an attorney. 

Make sure the name on your application matches the name on your 
identification. 

Review the title history to determine if the property has been sold multiple times 
within a short period. It could mean that this property has been "flipped” and the 
value falsely inflated. 

Know and understand the terms of your mortgage. Check your information 
against the information in the loan documents to ensure they are accurate and 
complete. 
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Key Terms of Fraud Schemes 

Backward Applications: After identifying a property to purchase, a borrower 
customizes his/her income to meet the loan criteria. 

Air Loans: These are non-existent property loans where there is usually no 
collateral. An example would be where a broker invents borrowers and 
properties, establishes accounts for payments and maintains custodial accounts 
for escrows. They may set up an office with a bank of telephones, each one used 
as the employer, appraiser, credit agency, etc., for verification purposes. 

Silent Seconds: The buyer of a property borrows the down payment from the 
seller through the issucmce of a non-disclosed second mortgage. The primary 
lender believes the borrower has invested his money in the down payment 
when, in fact, it is borrowed. The second mortgage may not be recorded to 
further conceal its status from the primary lender. 

Nominee Loans: The identity of the borrower is concealed through the use of a 
nominee who allows the borrower to use the nominee's name and credit history 
to apply for a loan. 

Property Flips: Property is purchased, falsely appraised at a higher value, and 
then quickly sold. What makes property flipping illegal is that the appraisal 
information is fraudulent. The schemes typically involve fraudulent appraisals, 
doctored loan documents, and inflation of the buyer's income. 

Foreclosure schemes: The subject identifies homeowners who are at risk of 
defaulting on loans or whose houses are already in foreclosure. Subjects mislead 
the homeowners into believing that they can save their homes in exchange for a 
transfer of the deed and up-front fees. The subject profits from these schemes by 
re-mortgaging the property or pocketing the fees paid by the homeowner. 

Equity Skimming: An investor may use a straw buyer, false income documents, 
and false credit reports to obtain a mortgage loan in the straw buyer's name. 
Subsequent to closing, the straw buyer signs the property over to the investor in 
a quit claim deed which relinquishes all rights to the property and provides no 
guaranty to tide. The investor does not make any mortgage payments and rents 
the property until foreclosure takes place several months later. 
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Comparison of South Carolina and North Carolina Laws 

RELATED TO THE MORTGAGE INDUSTRY 


Mortgage Brokers 

South Carolina 

North Carolina 

Broker License 

Yes 

Yes 

Originator License 

Yes 

Yes 

Licensee Testing 

No 

Yes 

Prelicensing Education 

No 

Yes 

Continuing Education 

Yes 

Yes 

Criminal records check 

SC only, no fingerprints 

NC and FBI, requires 
fingerprints 

Surety bond 

$10,000 

$50,000 

Registration for 
exemptions 

No 

Yes 
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US MAP SHOWING STATES THAT REGUtATE MORTGAGE BROKERS 



States that regulate Mortgage Brokers are shown in green 
^8 States that do not regulate Mortgage Brokers are shown in red 
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us MAP SHOWING STATES THAT REGUIATE MORTGAGE 
bankers/lenders 



States that regulate Mortgage Bankers/Lenders are shown in blue 
States that do not regulate Mortgage Bankers/ Lenders are shown in red 
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South Carolina 
State Housing 

Finance and Development Authority 


Division: Special Projects 

Subject: High Cost Home Loan Counseling Program 
Calendar Year 2005 Update 
The Legislation 

On June 3, 2003, Governor Mark Sanford signed into law the South Carolina High Cost 
and Consumer Home Loans Act (Act No. 42) in an effort to protect consumers from 
predatory lending practices. Under the new law, borrowers seeking a “high cost home 
loan” must be advised by the lender that free counseling by an approved counselor is 
required before securing the loan. Along with definitions and procedures, the law also 
includes provisions for both enforcement and education. These are key provisions for the 
success of the law. Subsequently, the South Carolina Department of Consumer Affairs 
was tasked with enforcement of the law and the South Carolina State Housing Finance 
and Development Authority was tasked with educating consumers about the law, 
primarily in the form of consumer counseling. 

The Loan 

The law addresses loans that include home mortgages, such as first mortgages, mobile 
home and land, purchase money and home improvements and manufactured homes 
without land, auto title lenders and mortgage brokers. Aside from traditional loan closing 
procedures, those loans that are considered “high cost home loans” also have additional 
requirements specifically related to borrower counseling. That counseling is facilitated 
by the use of a checklist. The checklist is a list of items each counselor will cover with 
the borrower including questions regarding the borrower’s individual circumstances, the 
terms of the loan, the fees of the loan and any other information deemed appropriate. 

A High Cost Home Loan has the following components: having a principal amount that 
does not exceed the Fannie Mae conforming loan size limit for a single-family dwelling; 
is incurred for primarily personal, family, or household purposes; is secured either by a 
security interest in a manufactured home or a mortgage on real estate upon which there is 
or there is to be located a structure designed principally for occupancy for 1-4 families 
and which will be occupied primarily as a principal dwelling; and meets one of two 
thresholds. The thresholds are: Interest Threshold, first mortgage - 8% over US Treasury 
securities, second mortgage and manufactured housing - 10% over US Treasury 

securities; or, Points and Fees Threshold, loans greater than $20,000 - 5% of the loan, 
loans less than $20,000 - 8% of the loan, non-real estate manufactured homes - 3% of 
the loan. 
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The Borrower 

The law was enacted to protect South Carolina’s most vulnerable citizens. Typically, 
“high cost home loan” borrowers fall into one or more of the following categories: poor 
credit and/or insuffieient collateral and either thinks or actually is incapable of being 
financed by a more traditional lender; good credit, but thinks he/she has bad eredit; good 
credit, but trusts the high eost lender more or is hesitant to use a traditional lender; or, 
needs money quickly and feels a traditional lender would be too slow. It is beeause of 
these perceptions and ‘feelings’ that the role of the counselor beeomes so eritieal. Some 
may be eompletely inaeeurate and burden the borrower with unneeessary risk. 


The Counselor 

A High Cost Home Loan Counselor is primarily an educator. According to the law, the 
eounselor is to eounsel “...on the advisability of the loan transaction and the appropriate 
loan for the borrower.” The South Carolina Department of Consumer Affairs has 
interpreted this to mean that “...the counselor’s role should be that of an educator, 
facilitating the borrower’s awareness of the loan’s terms and costs.” 

The criteria for becoming a counselor is experience in housing counseling, credit or 
financial counseling, or a background in the mortgage lending industry - although a 
counselor must not have any current interest or affiliation with any lenders - attendance 
of a training session and signing of the Counselor’s Assurance, which assures that the 
counselor will act in the best interest of the borrower, will neither collude with nor act on 
behalf of any lending institution and will conduct themselves professionally. With tools 
such as the Truth in Lending Disclosure, a good faith estimate of closing costs and a copy 
of the borrower’s credit reports, the counselor educates the borrower on the terms of the 
loan, the importance of credit and other financial implications. It is the end-goal of the 
eounselor, though, that is the most critical: to convey to the borrower the risks associated 
with high cost home loans. 

The Program 

The ineeption of the High Cost Home Loan Counseling Program was January 1, 2004 
when the South Carolina High Cost and Consumer Home Loans Act became effeetive. 
For the first year, counselors were volunteers and were not compensated for their sessions 
condueted. In January 2005, The Board of Commissioners of the Authority decided to 
begin eompensating counselors for their efforts. Compensation was set aeeording to a 
determined schedule. Aside from these actions and the increase in reeruitment with 
corresponding training, no major changes were instituted in the program in 2005. 

Following is a review of the program since its inception. 


Table 1. Measures of High Cost Home Loan Program Since Ineeption Presented by 
Calendar Year 


Measure 

2004 

2005 

2006 

2007 

Number of Sessions for 

200 

142 
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Calendar Year 





Number of Sessions for First 
Quarter 

37 

38 



Number of Sessions for Second 
Quarter 

63 

35 



Number of Sessions for Third 
Quarter 

54 

42 



Number of Sessions for Fourth 
Quarter 

46 

27 



Number of Counselors 

74 

73 



Percent of Counselors 

Participating 

51% 

29% 



Number of Counties with 
Sessions 

28 

* 



Percent of Loans Less Than 
$20,000 

69% 

63% 



Percent of Loans Greater Than 
$50,000 

8% 

3% 



Percent of Loans for Debt 
Consolidation 

43% 

30% 



Percent of Loans for Home 
Improvement 

29% 

21% 



Percent of Loans for First Lien 

85% 

92% 



Percent of Loans for Refinance 

32% 

32% 



Average Amount Borrowed 

$16,583.00 

$18,741.00 



Highest Amount Borrowed 

wrnmm 




Least Amount Borrowed 

mmm 




Cost of Counseling Program** 

$0.00 

$7,590.00 




* Data is not available for the referenced year. 

•• Cost is based solely on invoices submitted to SCSHFDA by High Cost Home Loan Counselors, In 2004, counselors were 
volunteers. 


Conclusion 

The activity in the High Cost Home Loan Counseling Program seems to have dropped 
significantly, as has the participation of the counselors. Most of the other indicators for 
2005 appear to be of an approximate level with 2004, varying more in the mix of the 
categories than in the categories themselves. The Authority staff will continue to develop 
more appropriate measures of the effectiveness of the program, including conducting 
open sessions for discussing issues that have arisen for counselors in the course of their 
provision of services, periodic updates to participating counselors and inclusion of 
information sessions during the Palmetto Affordable Housing Forum. Since the nature of 
the responsibility of the Authority in this legislation is to provide consumers with 
adequately trained counselors who can advise them on the appropriateness of the loan, no 
effort has been made to gather information on the effectiveness of the legislation; merely 
on the effectiveness of the educational program. 
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U.S. DcpartmcBl of Jattlce 


United States Attorney 


District of South Carolina 


Wacbmi* Building 

Suil«500 

IMl Miia Strsct 

Cohnnbia. SC 2920} 

(803) 929-3000 

FAX(M3)2S«M3 


ISiMaedatStRct 

Siu»300 

Foil Office Box 978 
Ch^estOB, SC 29402 
(843)727-438! 
FAX{843)717-4a3 


Jete 1- McMiUea Fctetl 
BmldiBii Boom 222 


401 W. Eviai Soeet 
Feat Office Box 1567 
noteaee.SC2»S03 
<B4})a6M68> 

FAX (843) 678-8109 


103 K. Spiiai Street 
SuiK200 

Poit Office Box 10067 
OecDvQle. SC 29603 
(864)382-2100 
FAX (864)333-3158 


Reply n; Cclonbit 


October 2, 2006 


Brandolyn Thomas Pinkston 
Administrator 

SC Department of Consumer Affairs 
P.O. Box 5757 
Columbia, SC 29250 

Re: Mortgage Fraud Consumer Report 


Dear Msi Pinkston: 

As you prepare your report on mortgage fraud to consumers in South Carolina, 
please consider for inclusion the following from the United States Attorney’s Offree, 
District of South Carolina: 


The United States Attorney’s Ofllcej District of South Carolina, has actively 
prosecuted Individuals Involved in mortgage fraud, with approidmately 80 
convictions obtained over the last three years across the state. Federal law prohibits 
providing false information to a bank In connection with a mortgage loan, and 
authorizes sentences of up to 30 years In prison and a fine of 51,000,000.00. Federal 
agencies that investigate mortgage fraud include the FBI, Secret Service, IRS, the 
Postal Inspector, and the Department of Housing and Urban Development (HUD). 

Those prosecuted in South Carolina for mortgage fraud indnde mortgage 
brokers, loan officers, developers, appraisen, real estate agents, closing attorneys, 
paralegals, and borrowers. In each case, the individual convicted played a role in 
misleading the mortgage lender as to the true nature of the transnetion at issue, and 
nsnally a coordinated effort was nndertnken by two or more individnab in the 
deception. For example, In Cotombla last year a developer and appraber conspired 
to frandnlcntiy inflate the value of a residence, while in Anderson a mortgage broker 
and loan officer conspired to hide from the bank a borrower’s debts on loan 
applications. In both cases, the respective lender was mbled by the fabe 
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infbfiuuuOBt BBd those iBvolved vere held respoBsIble. 

ReccBt CBscs hendlcd by the U*S. Attoroey’s Office iBclnded frauds iBVotviBg: 
(1) false submlssioBS to leaders eoBcerniBg the credltworthiaess of borrowers; (2) 
loilated appraisals; (3) Illegal flip traasactioBS, la which properties were bought at 
low prices, theo loimedlately resold at falsely iBflated prices; and (4) IrandnleBt 
refinancing transactions. In each case, false Information was relied upon by the 
leader In making loans to otherwise unriaalifled borrowers to purchase or refinance 
over-valued houses. The Illicit proceeds were often taken by the perpetrators as 
bogus repair or renovation costs, nneamed commissions, or false creditor pay-offi. 
The borrowers vlctlmlaed by these mortgage Irands found themselves owing more 
on their houses than they were worth, and saddled with monthly mortgage payments 
they couldn’t affiird. They ultimately defaulted on their mortgages and abandoned 
their homes, which adversely affected the values of neighboring homes. 

Consumers considering a real estate transaction should be wary of 
unsempnions individuals that purport to be working for the consumer, bnt who in 
fact are only interested in obtaining a share of the bank’s loan proceeds for 
themselves. These individuals may attempt to convince potential mortgage loan 
borrowers that there Is nothing wrong with omlttlBg poor credit Information on loan 
applications, or providing the lender with documents that misrepresent the 
condition and value of properties to be purchased. Consumers should realize that 
such activity Is illegal, and can result in federal prosecution for a knowing 
participatton hi mortgage fraud. A key point for consumers to remember is that 
honest real estate professionals will never ask potential borrowers to lie about 
anything. Should such a request be made, borrowers are urged to contact law 
enforcement and the S.C. Department of Consumer Affairs Immediately, 


I hope this submission proves helpful. If you require anything further, please 
contact me. 


Sincerely, 


REGINALD I. LLOYD 



Kevin F. McDonald 

Chief Assistant United States Attorney 

General Crimes Section 

1441 Main Street, Suite 500 

Colombia, South Carolina 29201 

(803) 929-3000 
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Mr. William Dudley Gregorie, Former Field Office Director, US Department of Housing 
and Urban Development (HUD) stated that “Mortgage fraud was one of the fastest 
growing crimes in America” with the number of pending cases nearly doubling in the 
past three years.” One of the most common mortgage fraud schemes is to sell a home at a 
hugely inflated price, relying on phony appraisals. 


A property is acquired at a low or modest price and little or no rehabilitation repairs are 
performed. The house is then placed on the market at a much higher price of up to several 
times the acquisition cost. The new price is supported by a bogus appraisal. This type of 
property flipping is a crime that takes the collusion of several parties to pull off,” 
Gregorie states. “That’s why when you see cases of flipping mortgage fraud, you’ll 
usually find some combination of real estate brokers/agents, appraisers, and mortgage 
brokers involved. 


New anti-flipping rules instituted by HUD for FHA mortgages have taken effect that 
restrict property flipping. Properties must be owned for ninety days before resale and the 
costs of repairs and improvements must be documented. These changes in policy have 
reduced mortgage fraud in property flipping resales.” Mr. Gregorie also cited the work of 
HUD‘s approved Housing Counseling Agencies through their homebuyer education 
programs. “More knowledgeable purchasers have contributed to a reduction of Mortgage 
Fraud in South Carolina.” 


The U.S. Department of Housing and Urban Development, Atlanta Region and its 
partners including the South Carolina Department Consumer Affairs Office sponsored 
free symposium for Mortgage Professionals on “Stop Mortgage Fraud”. Recent published 
and broadcast news reports highlight many cases of mortgage fraud. Georgia, Florida, 
North Carolina, South Carolina are among the top five states in the Nation where 
mortgage fraud was most prevalent. The Symposium and the news media increased 
awareness of fraud by identifying all types of fraud within the single family housing 
industry, fostered relationships with other industry partners, and raised consumer 
awareness. 
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IRS Nationwide Enforcement Actions 
Real Estate Fraud 

Real Estate Fraud: Facts, Figures and Closed Cases 


IRS Cmninal Investigation (Cl) 

October 2006 

Special agents with IR5 Criminal Investigaiion are uniquely equipped to 
investigate mortgage fiaud and illegal real estate crimes. 

When times are booming, you can expect to see increases in fimids and 
sdiemes that victimize people and businesses, including struggling low- 
income families hired into borne loans they cannot afford, legitimate leaders 
saddled with over-inflated mortgages aito honest real estate investots fleeced 
out of their investment dollars. 

IRS criimaal investigators find common real estate schemes, which include; 

• Property FUpptDg — A buyer pays a low price for propeity, and 
then resells it quickly for a mudi hi^er price. While this may be 
legal, •whcD it involves false stotements to the lender, it is not 

• Two Sets of ScttkmcBt SUteraeats — One settlement statement is 
prepared and inrovided to toe seller accurately reflecting the true 
selUng price of toe property. A second fraudulent stotement is given 
to the lender showing a hi^y inflated purported selling price. The 
leader provides a loan in excess of the propeity value, and after toe 
loans are settled, toe proceeds are divided among toe conspirators. 

• Fraodvleat QoallflcatloDi — Real estate agents assist buyers who 
would not otoerwiae qualify by f^ricating their employment history 
or credit record. 

In toese real estate fraud cases, the income earned from these sdiemes is 
often laundered to hide the proceeds fixrni toe govenment. Money laundering 
is simply a process of trying to make money earned illegally to look like it 
was legitimately omed. Mmy ctimii^.Ua investigations focus on money 
laundering because it is often ins^nrable from tax evasbn. 

In addition, toe IRS has thousands of returns under audit involving 
individuals and entities associated the real-estate business. 

As the following statistics indicate, IRS criminal investigations of real estate 
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fraud contmue to be an area of concent 


IRS Criminil Investigation 
Real Estate Fraud Statistics 



Avg. Months to Seire 

.‘•1 

46 

41 


* How to Interpret Criminal Investlption Data 
Since aedoni on a tpeclAe Investlgadon may crou fiscal yean, the data 
shown in eases initiated may not atwa^ represent the same nnlvene of 
cases shown in c^er actions within As same fiscal year. Therefore, in 
fiscal year 2004, Ac data should reflect an increase in eoovletions and 
sentenced dne to die fiscal year 2003 Increase In ease inldatkms, 

prosectttloa reeommendatlons and indictments. 

*Incarcenitk» may include prison tunc, home confinement, 


electronic snouHoHng, or a combination. 




























MORTGAGE sympoikim 

FRAUD: for 

A CALL mortgage 



Savannah intanational Trade 
and Convention Center 

Thursday, Jine 22 , 2006 
8K)0 a.m. » 5:00 p.m. 
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STOP MOKIGASE F R AVP; A C AU TO A CTIQN 
Savannah, Gaofgia 
Juna22,3006 


S.'OO-VKK) 

9100-9:40 


Kegbtration A CxhibHi Op*n 



hrtroductlon of Mayor Pro-Ttm 

i PattieWaiowright 

President. Mortgage Bankers Association of Georgia, Savannah Chapter 


¥> « l< ofn e to Savannah 

■ Edr>a lackson 

Mayor Pro-Tern, Savannah. Georgia 

Wekofne 


B 'fveryonepoys for morfjogefroud.’ 

Bob Young 

Regional Director. Region IV, Department of Housirtg and Urban Development 


Why Art ¥fa Here 

B 'Vou cort'f stop monqaqt fraud if you don’t know kvh jf rf it/ 
Brar>dolyn Thomas Pinkston 

Administrator, South Carolina Department of Consumer Affairs 



Moderator 

’Mortgagt fraud hot been rapidly in<rtoiing over the last sevtral ytors, and in North CoroUrra. vve btUrvt 
that tht govtfhmantand irtdusfiy must work ro9erf>er fo address the prodiem.^ 

Tami HifTtoft 

Olreaor of Consumer Affairs, NC Office of the Commissiorter of Banks 
Morsey Launderfrtg • How to Spot It 

Vofft let dirty money rujh your reputation, your busintis, or your profession' 

John Atkinson 

Assistant Vice President. Federal Reserve Bank of Atlanta 
Minion PoulMe: Preventing Fraud from a Lender Perspective 

"fraud: The dirty side of our business. Don't be dvktirrt or o participant. ’ 

Susan Billirsgs 
CTX Mortgage 

Mcent Interviews: Previ nt ion of Freud from the Weaf lit a e e Agents View 

•Zero To/erance' 

Grant Simon 

President. First Florida Home loans 
TWnted Transactlom 

'Becouse rhJtY where the money 
Seth Weissman 

General Counsel, Georgia Association of REALTORS 
Regulatory Comphance tnvestigatlen artd InReted Property vaiwee 

“The real estate artd lending reguletory agencies ore or nor with on elusive enemy identified as fraud, and 
current^ it is believed by many that fraud is winning/ 

Larry Disney 

President Association of Appraiser Regulatory Ofhdals 
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fiiktk tit«¥k^%Vlew 

I ‘Moftgags^adHaaimtt^4evaiiiamTt«i^i^iTh(X)dsciiHjdestTCftn(^%ns^. 

by tfse ctjmfe&ted f^vxb seginentof the Industry u^ng emy cvailabis foo^ and resourced 

Ann Rilm^ 

Vice President, Industry RslatloRS. Interd^ 

Re^^ofPrmnl- WhdisthsSsaJIActbi} 

B “W^ninfemt litres nse, it^pu^i&dforfrctBSofsorises.’ 

O^^Kldd 

Housing Ch're^c^, Resource CsUer. Fan^ Services, ItK. 

Over S^SjenoB onTeclimi^k^ - WhA Lenders »« Missing 
^Bemuse quality loans come^QfnqochtylwdeTsf 
yS® Ardiur Prieston 
SoaM Chairman, The Prtest^ Group 
ID end bscoflie msttd Oeleeddff 

a ‘!^ddu3i^hferdirx!k)gylnarskdtohiV!n3iieconsi3niG'seridces,ftbQsatso»jppottedarmv^K)idnml^ 

f^p&^i^m(^niimpmmtWon.7here!^agTaMings^ectkxy<^p&>i^fuftoohthatliridsmainu$eNOWto 
rkfectandpfc^ogainst feas.' 

Robert lOuith 

Pr«lder»t NCS/ National Credit-reporting System, Inc 
Questions and Answer* 

12:10-1:25 Lim^eoei-EihibitsOpefl 

I “I firmlybelieve that oneof thebestwaysto prevent fraud fstohanediiCQ^consumm. That's w^iyive or 
FHA &e hying very hard to bie word out about FHA products. FHA prodycts are design&i fo protect the 

consiM&r and die moft fofe know hi ask for an FHA hon, the better off they ore.” 

SHan Montgomery 

FHA Commissioner. Department erf Housing and Urban Oweiopmenc 
McMt^age Freud 2005 Trends 

i “Mortgage Fraud - Where and IWiat i Hot' 

i Merle Sharik 

Manager, business Development Mortgage Asset Research Institute, )nc 


!!M.j!0« ^ How Fraud GatsTo Closing - Ewrvone's Ot>ll< | iatloni 

Metderator 

0 ”Flghtlng mortgr^ ffaud— government and secorrdary market aprcforions' 

Alfnrff^rd 

Cerwrd Counsel, Ofhee of Federal Noudrrg Enterprise Oversight 
WhM to S^ng Done To Re^ Mortgage Fraud 

■ 'Preventing mortgage froud rakes commitment AND imagination.* 

Brewster 

^rector, Anti-Fraud tninatives, Fannie Mae 
ia^actatkms «a of Market Fartfc^nts 

B ’ffit sounds too good to be true. HIS too good to be true* 

Jenrry Brawley 

lead Fraud Investigator, Freddi e Mac 

Ti^TtosMscr WtartSroitersOia Do to Stop Mortgage Fntu<L“11te 6;^ Slops Hotel'* 

E "To exmbat mortage fmtd, each party to the t/oosaetkm mwsf adhere to the mofla The 8udc Stops HereT 
UMettaSaixano 

^e^ent, finanite^ ^ Salzanov RC. 

The of Attorneys In Mm^9« Fnud and ixpecta^Softe ^ StMe RepAiiteNrs 

B T/r iCyou coflrwt have meanlnghil mortgage baud without the assistance, whether iswwng^ or unkmvmg, 
ofanamvriey'. 

Henry RIdwrdson 

Wscipltfiary Counsel, Oflka of Ofsdpllnary Counsel Supreme Court of South Caitrfina 
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Ijss-fets 

S:!S-4:§S 


4sSS* 


Fraud ^ 



'^ortgag^fksud'notGvfarmlsssaimer 

Qii®f investigator, OfSca erf Olsdtrfliwy Cowifei Supreme Court of Soutir CaK:Sna 


Frauds Slaaiisg ^ AmartEUfi Dre^ at WOrtting Tsge^ur ft'* 

H ^to^ogt fraud tr tieallng tfjeAme&an Oeamf 
Grades Knight 

Staff Atsom^, Se^th Carottrja Departmwt of Consumer Ai^re 


*We owe St to the American pirfrfk: to ccwstaniiy be alert for tiiose «#vo prey on ti« mortage industty to 
^ iltegaliy enrich themselves. Law enforcement and the industry must ooc^rate wSth snotf^ and hold 


Michael Stepherts 

D^)uty in^iector General Department of Housing arrd Urban Development 
"S^igsbythePSI' 

of the cwnemoner oftheAmerfcM n<ay of!s^ fs home ownership. ConfrofHfog ofKiprosieiiting ihore 
who strive fo defrjod and manlpuiaie this aspect cfAn^rkan life is a prforfiy for the FBI.' 

&lan lamltin 

Special Agent in Charge, Columbia Division, Federal Bureau of Invesigation 


*'Sb4^ 0»mpenles ' Moving Money Off The HUD 1“ 

"The Sheii Saga, ‘ichemedupurr diecwrenta/temotSvetorheOassicFf^ where fhiudtJkfri^ipfkmd 

toanproceedsafedisbufsedtoshdlsa>mpanies//stedontheWD h’ 

Gate McKenzie 

Assistant U.S. Attorney, Northern District of Georgia, U.S. Attorrw/s Office 
*Frohmtemkts Making Money Through FrBU<f 

hMi pfcsecuttdishonest brokers, appraisers artd hwym who porticipats In mortage fraud beemtse such 
schemes connof succeed for long without their heiip ond ^mpllcityr 
Michael Savage 

Chief. Criminal Division, Western C^strkt of North Carolina, U.S. Attceney’s Office 
“rfipping Sdt»m««” 

Voining forces and Combining Aesotaces Con Signifkorufy Impact fmud* 

Ruth Valdes. 

AsdstantSpetkl Agent inChar9^0ffioeofte3pecforGcneraiMlamiOffice,Dep»tnentofHou^BndUrbart 
Devetopmsnt 

'Crooked Mters and Suilders” 

‘Seilers, parriculorfy buHders, art the newest cufpi^e group tojdn the ranks ofm&igc^ fixivdstm ~ hi^fy 
s^ng homes atgrotesguefy k)Beted values and ffien kkidng money bade to other hai^ters.' 

David McLaughlin 
Au(sistant Attorney Gerterel, Office of the Atfonwy Genera! of Georgia 
^Roie of State Regulatory Agimctesht FVeventteg Fraud* 

"Mortgage Freud 'St can be prevented with your hefoT 
AndyGrosmaire 

Financial Administrator, Bureau of Finance Reguiation, State of l^orlda 

*Mortgage Fraud- Is Hte an infectious disease, if left untreated It wHi contimre fo spread' 

Verkm Shannon 

MIB C^rector, Quality <fosurerrce OMsion, Atlanta Homeownershlp Center, Department cfHoasteg and Urban 
Oewd^meni 
OuesUoi^ «id 

Cksk^ tiemirks and Wr^ Up 
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iPQMSQBS 

U.S. Department of Housing and Urban Development 
Florida Office of Financial Regulation 
Georgia Department of Banking and Finance 
North Carolina Commissioner of Banks 
South Carolina Department of Consumer Affairs 

CQ-SPQNSORS 

Capstone Institute Foundation 
National Association of Professional Mortgage Women 


PLATINUM PARTNERS 

Association of Real Estate License Law Officials 
CTX Mortgage Company 
Federal Deposit Insurance Corporation 
North Carolina Real Estate Commission 


Freddie Mac 
Fannie Mae 
Opteum Mortgage 
Pine State Mortgage 



Georgia 

Popular Mortgage Corporation 
Putnam Mortgage and Rnance, LLC 


GREFPAC (Georgia Real CstMe Fraud Prevention 
and Awareness CoaliMon) 

Federal Deposit insurance Corporation 
Intefthinx 
f4AR£B 


South Carollrw Mortage 
Brokers Association 


NeighborWorks 

verification Bureau. Incv'Prevsnt Mortgage Fraud 
Quality Mortgage Services 
Rural Dcveiopment (USOA) 

Iron Stor>e Bank 
Merchants Credit Bureau 
Fulton County Office of Housing 
Morton Associates 
HomeFree-USA 
Archie Mae 

Charlotte Regional Realtor Association Housirsg 
Opportunity Foundation 
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A!b«marfe Commission, American Bankers Association, American Home Mortgage 
Corp., Bank of America, Barrett Burke Wilson Castle Daffin & Frappier, LLP, Charlotte 
Regional Realtor Association, CCCS of Greater Atlanta, Department of Veterans Affairs, 
East Atftens Development Corporation, Florida Housing Rnance Agency, Florida Land 
Title Association, GA State Trade Assoc of Non-Profit Developers, Genworth Mortgage 
Insurance. Georgia Department of Community Affairs, Georgia insurance Commission, 
Greenville County Human Relations Commission, Home Builders Association of 
South Carolina, Independent Community Bankers of America, Mortgage Bankers 
Association, Mortgage Bankers of the Carolinas, Naticnial Credit UnIcMi Administration, 
NC Bar Association, Offke of the Attorr^ General of South Carolina, Pinnacle Rnanclai 
Corporation, SC Association of Realtors, SC State Housing Finance & Dev^opment 
Authority, South Carolina Mortgage Broiwr Advisory Board, South Carolina Mortgage 
Broker Association, SunTrust Mortgage, ItK, United States Representatives, Watson 
Mortgage Corporation, Wells Fargo Bank NA. 
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National Association of Mortgage Brokers 


A Breakdown of the Mortgage Industry and How It Operates 


Introduction and Background 

NAMB reiterates our steadfast support for, and urges policymakers to move forward with, legislation that 
empowers consumers to make informed decisions; allows states to afford their citizens protection against 
predatory lending practices; uniformly fights mortgage fraud across the board; and enables industry to 
continue its efforts to increase fair and affordable financing to borrowers seeking to achieve 
homeownership. 

The reality today is that any effort — legislative, regulatory or guidance — must take into account how the 
mortgage market has evolved in relation to the burgeoning growth of the secondary market for mortgages. 
Any effort must consider that the problems facing the mortgage market are not exclusively attributable to 
one distribution channel and rather are the result of a combination of factors. The following factors have 
contributed to the factors we are facing today: originating, underwriting, servicing, debt collection, 
secondary market investment, securitization, and the bond rating system. 

Additionally, any effort must also bear in mind that, in the wake of Watters v. Wachovia , the mortgage 
industry landscape is now bifurcated. Two separate mortgage camps now exist: those that operate solely 
under federal regulation versus those mortgage participants in the “non-bank camp” that are subject to 
both federal and state oversight. The “non-bank camp” that is subject to this layered oversight includes 
mortgage bankers, mortgage lenders, mortgage brokers, in-house or affiliated lenders, state-chartered 
banks or savings institutions that are not FDlC-insured and state-chartered credit unions, and creditors. In 
essence, the Watters decision created an imbalance in the mortgage industry oversight scheme that 
oversees a mortgage market that is vastly different from what it was 20 years ago at the advent of the 
secondary market for mortgage financing. 

Issue 

Y ou have asked us to further address and explain the issue with non-traditional mortgage 
bankers/originators that we discussed during our meeting on Wednesday, June 20, 2007. Specifically, 
you requested information on how non-traditional mortgage bankers/originators operate; how they could 
be confused as brokers; and why a consumer would be under the impression that they are representing the 
consumer and not the bank. 

We address each of these questions below. 

A. How do non-traditional mortgage bankers/originators operate? 

Today, mortgage originator entities and individuals operate functionally in one of three ways: 

• As lenders; 

• As correspondent lenders; or 
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• As mortgage brokers. 

All three of these “types” distribute their products in one of three principal ways. Some originators 
distribute products through a retail branch. Some companies distribute products through their 
correspondent lending division. Some participants distribute products through their broker division. 

I. What is a correspondent lender? 

It is important to note at the outset that States license people and businesses and that federal mortgage- 
related statutes generally define and regulate the mortgage transaction (under Real Estate Settlement 
Procedures Act of 1974 (“RESPA”) and Truth in Lending Act(“TILA”)). So, irrespective of how a 
business or individual is treated by the governing state or federal authority, the federal statutes will define 
the mortgage transaction by its nature. This treatment is what gives rise to lenders acting in various 
capacities, either in a true creditor capacity, in a table funding capacity,' or in a broker capacity (despite 
the fact that their business license may say “mortgage lender”). When a lender is engaging in any one of 
these types of transactions and is offering multiple product lines of other lenders they are acting as a 
correspondent lender. 

A correspondent lender is a mortgage banker or mortgage lender that does not typically offer its own 
product line. Rather, a correspondent lender is a mortgage banker or mortgage lender that has entered 
into multiple contracts with various other banks or lenders to offer their product lines to the consumer. 
The multiple contracts enable the correspondent lender to offer an array of products and remain 
competitive in today’s market. 

Typically, a correspondent lender will close the loan in its own name and fund the loan through its 
warehouse line of credit. However, the correspondent lender knows in advance that they do NOT want to 
permanently fund, service or hold the loan and therefore, they act as an intermediary between the 
consumer and one of the bankers or lenders with whom they have contracted and to whom they will be 
selling the loan. The correspondent lender will, within five to ten business days after closing, sell the loan 
to the appropriate bank or lender and be compensated through a servicing release premium (SRP). 

Because the correspondent lender has entered into multiple contracts, is offering the loan products of 
various lenders and banks, and selling the loan in exchange for a SRP, they are functionally acting as 
brokets. A difference between the correspondent lender and the broker is that the correspondent lender 
temporarily funds the loan at closing and then within 5 to 10 business days releases all interest in that 
loan and does NOT have to disclose all the compensation (i.e., SRP) earned on the transaction. Thus, the 
interest that the correspondent lender represents is wholly dependent on whose loan product the consumer 
qualifies for and chooses (i.e., the lender represents the interests of any one of the multiple banks or 
lenders with whom it has contracted). In a correspondent relationship, the consumer generally does not 
know until days or sometimes weeks afterward that they are receiving a loan from Banker A, Banker B or 
Banker C. 

With respect to licensing and compensation, a mortgage banker can be licensed in a state so that it can act 
as both a mortgage banker and as a mortgage broker. This does not require the entity to obtain multiple 
licenses. As a mortgage broker, the yield spread premium (YSP) earned must be disclosed. However, the 


' A correspondent lender can also engage in a table-funded transaction. Table funding is the origination of a loan by 
a correspondent lender with a simultaneous transfer or sale of the loan at the time of funding to a lender. In a table- 
funded transaction, the originating company is a creditor for purposes of TIL A and therefore, state and federal 
agencies treat them as lenders. However, The Department of Housing and Urban Development has determined that 
table- funded transactions are mortgage broker transactions for purposes of the RESPA, subjecting these transactions 
to the YSP disclosure requirement. Therefore, the correspondent lender who table funds is essentially both a lender 
and a broker. 
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entity can choose to act as a correspondent lender under its mortgage banker license and would NOT have 
to disclose the SRP that is earned on the transaction. Because an entity can act as both a mortgage banker 
and a mortgage broker in a state, it can choose transaction by transaction whether it wants to originate the 
loan as a correspondent lender (requiring no disclosure of SRP) or a mortgage broker (requiring 
disclosure of YSP). Thus, the consumer is not able to discern easily whether the officer is working under 
the mortgage banker hat or the mortgage broker hat. 

2. What is a Broker? 

Mortgage brokers generally contract with several wholesale lenders to offer a variety of product options, 
which their customers may then choose from. Every mortgage provider - whether broker, banker or 
lender - offers a different set of product choices to borrowers. It is the borrower’s responsibility to shop 
around to different mortgage brokers, as well as banks and mortgage lenders, until they find a loan 
product they are comfortable with. Although mortgage brokers typically offer a wider array of products 
to choose from, they do not act on behalf of their customers or shop around to find them the best loan 
product available. 

Although they are more alike than different, there are a few differences between a broker and a 
correspondent lender. A broker does not close a loan in its name because they do not temporarily fund 
the loan. A broker must also disclose all compensation (i.e., YSP) earned on the transaction. In contrast, 
the correspondent lender closes the loan in its name and is not required to disclose its YSP/SRP. As 
mentioned above, correspondent lenders typically sell the loan quickly to another larger lender or bank. 

3. What is a Retail Branch? 

Retail branches allow banks, non-banks, and broker entities to offer their products directly to the 
consumer through loan officers working in their brick-and-mortar retail shops. Retail is direct from the 
bank, non-bank or broker to the consumer. Retail origination can also occur on the phone or through the 
internet. In addition to retail branches, bank and non-bank entities can also offer products through their 
correspondent lending divisions or through their wholesale lending division (i.e., broker division), the 
functions of which are discussed above. 

It is important to note that the bank and non-bank entities themselves also can functionally engage in and 
do engage in correspondent lending with other banks and non-banks through their retail shops. These 
entities choose to act as correspondent lenders when they know that they do not want to own, service or 
hold the loan on their books. The bank or non-bank entity ‘pre-sells’ the loan to another lender and so 
they know prior to and at closing that they must meet this other lender’s criteria. 

For example. Bank A can close a loan product in its own name and at closing know that they are almost 
instantly selling the loan to Bank B. At the time of closing, the consumer has no idea that the loan officer 
owes their interest not to Bank A but to Bank B. 

Another example is the non-bank national residential mortgage company licensed in multiple states 
(“Mortgage Co. X”). Mortgage Co. X has retail branches, a correspondent channel division, and a broker 
channel division. Through its retail channel. Mortgage Co. X can close a loan in the name of Mortgage 
Co. X or in the name of another bank, such as Mortgage Co. Y. In this fashion. Mortgage Co. X is 
acting as a mortgage broker for Mortgage Co. Y through Mortgage Co. X’s retail branch. 

Summary on how non-traditional mortgage bankers/originators operate. 
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In all three scenarios above, the entity has the ability to engage and does engage in the marketplace as an 
intermediary between the consumer and various other lending or bank parties through whom they can 
obtain a loan product for the consumer. 

It is important to note that the employed loan officers are all under an employer-employee agency 
relationship with their respective entities, be it a bank, correspondent lender shop or broker shop. It is the 
institutions behind the loan officers that have varying interests because they have entered into various 
contracts with banks and lenders. 

Below are a few examples of mortgage bankers or lenders that functionally operate as brokers because 
they enter into multiple contracts to offer a variety of loan products that are not their own, present the 
product choices to the consumer and almost immediately after funding the loan sell it to the lender or to 
the secondary market. 

> An in-house mortgage company of a real estate firm.’ 

> An in-house mortgage company of a builder. 

> A bank or non-bank retail branch acting as a correspondent lender. 

> Private label mortgage companies. 

> Small community banks that act as correspondent lenders. 

B. How non-traditional mortgage bankers/oiiginalors coulrl be confused as brokers and why a 
consumer would be under the impression that they are representing the consumer and not the 
bank. 

Consumers do not know the difference between various channels of distribution for several reasons; 

1 . There is no official signage requirement; 

2. The branch offices look exactly the same to the consumer, if there is a physical location at all 
(f.e., internet); 

3. In addition, the vast majority of mortgage bankers do not take deposits and their place of 
operation looks no different than that of a mortgage broker; 

4. These entities generally have “mortgage company” in their names and do not have lender, 
banker or broker in their title; 

5. In most states there is no written agreement or disclosure required to tell the consumer the 
nature of the relationship; and 

6. As discussed above, regardless of the name of their company these entities can act in 
different ways in different transactions. 

Therefore, it is not clear to the consumer whether they have walked into a mortgage banker shop and or a 
mortgage broker shop. This is especially true where so many mortgage bankers get state-licensed as a 
mortgage banker or lender so that they can do correspondent lending as well as act as a mortgage broker. 
As a result, many consumers work with someone who they think is a mortgage broker only to learn later 
that he or she is in fact a mortgage banker who is NOT required to disclose their back-end compensation; 
NOT required to be licensed; NOT subject to criminal background checks; and NOT held to any standard 
of knowledge or expertise. 


^ Commonplace in the industry today are mortgage companies affiliated with other service providers. It is quite 
common for a mortgage company to be a subsidiary or be affiliated with a real estate agency firm. This creates an 
ability of the real estate agency to represent the buyer or the seller, or both, in the real estate transaction while also 
profiting from the mortgage transaction. Similarly, builders of new homes routinely operate in-house mortgage 
providers and therefore, act also as a seller and a provider of financing. These companies routinely act as 
correspondent lenders. 
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Conclusion 

As discussed above, today the mortgage banker or lender functionally acts as a broker because they (1) 
have entered into multiple contracts with various banks and lenders to offer an array of products, (2) 
know at the time of closing they will quickly sell the loan, and (3) generally know how much they will 
make off the loan when the sell it. Today, most lenders quickly sell their loans onto the secondary 
market, blurring the line that once divided lenders and brokers, and destroying the risk - reward 
equilibrium that mortgage lenders claim is so critical to maintain. As a result, mortgage bankers and 
lenders are exposed to virtually the same risk as mortgage brokers, and significantly less financial risk 
than they have been exposed to in the past. 

Mortgage bankers and lenders that operate as correspondent lenders are simply ‘fronting’ the funds for 
another bank, lender or the secondary market, and then being compensated from the market, in addition to 
the consumer, for such temporary fronting of funds. Unfortunately, to the consumer none of this is 
apparent. Plus, the consumer has no idea that these entities are getting paid directly as well as indirectly 
because mortgage bankers do not need to disclose that they earn SRP when they sell the loan days after 
closing,^ 

Consumers want to get loans they can afford and keep. Consumers want to know how much their 
monthly payment will be, if it will change and how much getting that loan will cost them at the closing 
table. The mechanics of this industry are complex. The mortgage market has evolved, forcing the 
distribution channels to become hyper-competitive. As a result, the lines between the distribution 
channels have blurred. This is why we advocate for an all-originator standard. 

Consumers deserve the same level of protection no matter who they choose to do business with. 


^Brokers are still the ONLY mortgage origination distribution channel that can claim FULL transparency of ALL 
fees - both direct (on the Good Faith Estimate (“GFE”) through points) and indirect (on the GFE as required by 
RESPA Regulation X). 
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Chairman Frank, Ranking Member Bachus, distinguished members of the Committee, 
thank you for inviting me to testify this morning. I also want to recognize my colleagues 
Secretary Henry Paulson and Chairman Ben Bemanke for their valuable actions and 
partnership over the past few months. I am pleased to join them today. 

Mr. Chairman, the significant effects of foreclosure on our national economy and on 
world markets brings us here today. Your hearing’s title, that you are examining both 
legislative and regulatory options for minimizing foreclosures, hits the nail on the head. 
At HUD, I can report that we are working on both in our efforts to mitigate the adverse 
effects of this market correction on borrowers. 

One of the strongest tools we have to protect both borrowers and markets is the Federal 
Housing Administration (FHA). As you know, FHA helps individuals secure credit by 
providing mortgage insurance through a private sector distribution network that makes 
owning a home more affordable and safe and, therefore, a reality for many borrowers that 
might otherwise go unserved. 

I have firmly believed for some time that many of those who ultimately entered the 
subprime market would have been better off with an FHA-insured loan. Many may still 
be eligible to refinance today. Although we cannot go back in time to ensure each 
borrower made the best decision when obtaining a mortgage, we can provide refinancing 
options to many subprime borrowers and we can do more to help people make better 
decisions going forward through both innovative products and counseling support. 

Mr. Chairman, as Federal Reserve Chairman Alan Greenspan once said, the subprime 
market “democratized credit.” And this resulted in homeownership for millions of 
Americans. At the same time, Mr. Chairman, some borrowers used mortgage products 
that put them at risk due to interest rate resets. Foreclosures followed for tens of 
thousands of people. Our ongoing concern is that more Americans may face foreclosure 
with the new rounds of resets anticipated from now through the end of 2008. 

Not all subprime loans will result in foreclosure. It is important that we know this. The 
lesson here is not to throw out or do away with subprime loans. Most people with 
subprime loans will be fine and their homeownership gives them equity, a financial stake 
in the community, and adds wealth to our economy. Estimates are that an overwhelming 
majority of the subprime loans made in 2005 and 2006 will not be problematic. But, if 
you are a family that’s in one of these troubled situations, facing foreclosure, the problem 
is real and it certainly doesn’t seem modest. 

I’ve met with families in this situation and I understand their concerns. That’s why I’ve 
made it a top priority to help as many families as possible stay in their homes. The 
Department of Housing and Urban Development has a role to play to help homeowners - 
but we must also rememter that it’s a limited one.' 

For example, the Administration does not support a federal bailout of lenders because 
that would only encourage these problems to happen again in the future. We also don’t 
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think it’s the government’s job to bail out speculators, those with second homes, or those 
who made the decision to buy a home they knew they could never afford. 

Nevertheless, there are many American homeowners who we can help get through this 
tough time. What we need is a little more flexibility from lenders, and a little more 
flexibility from the FHA. 

Already, FHA has stepped forward within the full extent of its statutory and regulatory 
abilities. By the end of Fiscal Year 2007 we will have helped more than 100,000 
borrowers refinance with an FHA loan this year. But in order to assist more Americans, 
the President has proposed a series of important initiatives to keep people in their homes. 
Some of them do not require Congressional action, while others do. 

Late last month, the President announced a new FHA product called “FHAYecure.’.’ 
Under this proposal, borrowers who are otherwise creditworthy, but have recently 
become delinquent on their mortgages as their teaser rates reset, may now apply for an 
FHA-insured loan. Traditionally, FHA has not allowed delinquent borrowers to 
refinance through FHA. Under this new temporary program, eligible homeowners will 
be required to meet FHA’s strict underwriting guidelines and pay the corresponding 
mortgage insurance premium. This offsets the risk to FHA and costs the taxpayers 
nothing. I want to repeat that: there is no cost to the taxpayers. We estimate that with 
FHAiSecure we can help an additional 80,000 delinquent, yet otherwise creditworthy, 
borrowers refinance and save their homes. 

This is in addition to the 160,000 other borrowers we already expect to help in Fiscal 
Year 2008. This will bring the total number of new borrowers assisted through FHA’s 
existing refinance efforts to 240,000 next fiscal year. 

Borrowers also need to be as informed as possible, which is one reason why we strongly 
urge them to use the nation’s 2,300 HUD-approved housing counseling organizations. 
Information leads to wise borrowing, manageable loans, and more economic security. 

It is also why, on August 31, the President asked Secretary Paulson and I to reach out to a 
wide variety of groups that offer foreclosure counseling and refinancing for American 
homeowners. Since then, FHA Commissioner Brian Montgomery and I have met with a 
number of people and organizations, including mortgage lenders and community 
organizations. 

I have also directed FHA to prepare a new notice for risk-based pricing. This makes 
sense. Safer borrowers should pay less; riskier borrowers should pay a little more. I am 
hopeful that we will be able to implement this change in January so that we can reach an 
additional 20,000 borrowers. 

This is what may be done through administrative action. But this country needs FHA 
Modernization, which the President has asked from the Congress once again this year. 
I’m grateful that the House again, earlier this week, passed legislation modeled on the 
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President’s proposal. And just yesterday, a day after the House vote, the Senate Banking 
Committee approved its version of the legislation by a strong 20-1 vote. 

We need FHA Modernization now. I know you appreciate the sense of urgency. We 
need a bill that raises loan limits so we can help low to moderate income and first-time 
homebuyers in more expensive housing markets. We need a bill that gives families more 
flexibility in down payment options, something we cannot do today. These legislative 
changes would help some 200,000 additional families, if not more, purchase or refinance 
into safe FHA-insured mortgages. It would allow the FHA to be more responsive to the 
housing market. 

Mr. Chairman, I must add that we are working on ways to improve mortgage disclosure 
for homebuyers so that they do read and understand the fine print. The President and I 
want the process to be more transparent and understandable. We want to help 
homebuyers shop for the best mortgage loan and prevent them from getting into trouble 
before they sign on the dotted line. So, we are preparing new mortgage regulations under 
the Real Estate Settlement Procedures Act (RESPA) to provide borrowers with the tools 
they need. These changes would apply to all home purchase and refinance transactions. 
While it’s still too early to detail the substance of a new RESPA mle, I can tell you our 
focus will be to improve the Good Faith Estimate (GFE) in ways that provide a clear 
summary of loan terms and total estimated settlement charges so that buyers do not 
experience sticker shock at the closing table. HUD will also work to modify the HUD-1 
form to facilitate comparison of the estimated charges on the GFE and the final charges 
on the HUD-1, and provide a clearer disclosure of fees and charges. We expect to 
propose a new RESPA rule soon. 

And we have worked with other federal and state authorities to prosecute predatory 
lenders. We will use the full force of the law to end predatory lending practices once and 
for all. 

Mr. Chairman, every day places thousands of homeowners face the risk of foreclosure. 
Working together, the President and Congress can continue to make changes that will 
address the subprime crisis. Foreclosure isn’t good for anyone: the homeowners, the 
community, the local tax base, the lender. Today we have the chance to make powerful 
and positive changes that will reflect statesmanship and good sense. 

Again, I thank the Committee for the opportunity to, appear today. We look forward to 
working with you as our various proposals move through the legislative and regulatory 
processes. 
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I. Introduction. 

Good morning, Mr. Chairman and Members of the Committee. My name is Judith Liben. I am a 
housing attorney at the Massachusetts Law Reform Institute in Boston. MLRI is a nonprofit 
statewide legal services support center. We advocate for low-income people, minorities, 
immigrants, elders, and people with disabilities in their struggles for basic human needs; defend 
against measures that harm people living in poverty; advocate for systemic reforms that achieve 
social justice; and provide support that will enable others to carry out these objectives. 

Thank you for this opportunity to alert you to the plight of thousands of people who are innocent 
victims of the current mortgage foreclosure crisis and whose stories until recently have been 
largely ignored by the media and government officials. 

I am referring to tenants living in foreclosed rental properties in cities and towns around the 
country. The buildings these renters resided in may have been owner-occupied, but more often 
they were owned by investors and speculators hoping to profit on the rents, who then defaulted 
on their mortgages, with the properties going into foreclosure. These foreclosed rental properties 
are typically smaller buildings, condominiums, and single-family rented homes. They are found 
in cities and surrounding suburbs, in lower-income and also more upscale neighborhoods — in 
short, almost everywhere. 

In recent months, housing advocates in Massachusetts have been working to improve our state’s 
landlord-tenant laws to give more protections to renters in foreclosed properties so they won’t be 
quickly evicted from their homes with nowhere to go. The Massachusetts Senate has passed such 
legislation and the House of Representatives is now working on the same issue. In the course of 
that work, we have corresponded with legal services lawyers and housing advocates in other 
states and have collected newspaper articles (some attached here) all telling similar stories: 

When banks take possession after foreclosure, they either promptly evict the tenants or refuse to 
maintain their properties, leaving devastated families and scarred neighborhoods.* As more 
information comes to light, it is now cleat that, nationwide, tenants who did nothing wrong 
except to rent from a defaulting owner are suffering harsh collateral damage from the mortgage 
fallout. We urge the Committee to look carefully at this pressing issue. 

II. Renters in Foreclosed Properties Are Quickly Put Out of Their Homes. 

In most states, foreclosure terminates a tenancy, and, if the foreclosing bank takes title, it evicts 
the renter households very quickly — usually with only three to thirty days’ notice.^ For example. 


' We recognize that it is not always the lender that takes title to the rental property after foreclosure. For 
example, investors might purchase at a foreclosure sale. But, for purposes of this testimony, I will refer to 
the post-foreclosure owner as “the bank.” 

^ There are some notable exceptions to the general rule that most tenancies are terminated by foreclosure. 
For example, federal Section 8 leases .should not be terminated by foreclosure (although foreclosing banks 
nonetheless often try to evict these tenants). And, in a few jurisdictions, such as New Jersey, New 
Hampshire, and the District of Columbia, tenancies do survive foreclosure, and post-foreclosure 
owners are prohibited from evicting tenants unless they have independent grounds. 
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in Nevada, a legal services lawyer reports: “The Housing Hotline in our office in Las Vegas 
receives dozens of calls each day from tenants who are being evicted after foreclosure. In 
Nevada, the new owner need only give 3 days’ notice to tenants telling them to get out,” 

And in Oregon, a housing lawyer describes the plight of these families and individuals: 

We get calls from tenants who are given a two-week notice to quit after a bank forecloses 
on a home. This puts the tenants in a terrible position in that they have to locate, apply, 
receive approval, and move all in 14 days or risk an eviction on their record. I would say 
that, in 99% of these cases, the tenants become homeless, double-up in another family's 
home, or remain in place until they are evicted through court procedures and incur further 
costs as a result. We have never seen a bank give a family a longer period of time in 
which to leave or offer them a short-term lease in order to assi,st the family in moving. 

The director of the Housing and Economic Rights Advocates in Alameda County, San Francisco 
County, and Contra Costa County, in Northern California, describes the situation there: 

We have heard from HUD-certified housing counseling agencies and consumer credit 
counseling agencies that they are receiving calls for assistance from tenants renting 
homes that have been foreclosed. The tenants' complaints include the foreclosing bank 
failing to provide utilities as required under state law and high-pressure tactics and 
outright threats by the foreclosing lender or its agent trying to force the tenant out of the 
property on an accelerated timeline. 

Many of these tenants are renting single-family homes in middle-class neighborhoods 
that were owned as investment properties by individuals. Notably, my office started 
getting calls in July of this year from homeowners who were going into foreclosure on 
their single-family investment properties with high-cost, subprime mortgages that they 
could not keep up with. 

And in Riverside and San Bernardino counties in California, housing lawyers see two basic 
scenarios: 

First, a tenant in a home where the landlord loses title through foreclosure is served with 
a 30-day notice. Because there are no defenses that the tenant can raise, the tenant will 
have a judgment against him or her for possession and, usually, for money damages, 
which absolutely ruins their chances for obtaining other housing for up to seven years and 
will ruin what is usually already-precarious credit. 


Further, some states are now providing longer notice periods for selected groups of tenants. For example, 
in August 2007, North Carolina enacted a law increasing to 30 days the court notice given to tenants in 
property containing 15 or more rental units. Illinois recently passed a law extending the notice period for 
tenants in foreclosed buildings to 120 days or the remainder of the lease, whichever is shorter. See August 
31, 2007, article from the Chicago Daily Soutittown, “New Law Gives Foreclosure Notice to Help 
Renters,” attached here. 
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The second situation, which involves an “invalid” tenant, occurs during times when there are a 
lot of foreclosures. Scam artists study the Notices of Default published in newspapers and go to 
the addresses. If the house is vacant, they break in, change the locks, clean the place up just a bit 
and advertise them for rent. People then come, pay a heavy security deposit, and rent the house 
“as is.” After paying rent to the fake landlord for three or four months, lo and behold, there’s that 
pesky notice to quit posted on the house by whoever owns through foreclosure, an entity the 
rent-paying tenant has never heard of. The same procedure as in the preceding example then 
takes place. 

Further aggravating the problem, displaced tenants are now competing with evicted foreclosed 
homeowners who are looking to rent. This means that, in some areas, rental markets are 
becoming tighter and more expensive. See August 30, 2007, article from Greensboro, North 
Carolina, “Mortgage Mess Hits Renters,” attached here. 

A recent article in the Summer 2007 issue of the housing journal Shelteiforce, entitled “Losing 
Ground,” describes what is happening in New York City. 

Not only are rampant foreclosures helping to accelerate change in the economic and 
racial make-up of these neighborhoods, but they are also exacerbating the lack of 
affordable housing in New York City. Foreclosures on two- to four-family and larger 
multifamily homes have led to wholesale evictions of lower-income tenants. Tenants in 
multifamily homes suffer as a result of foreclosures when landlords walk away from the 
home, stop making needed repairs, and fail to communicate with tenants about their 
housing status. As new owners take over the buildings, particularly in gentrifying 
neighborhoods, lower-income tenants are driven out to make way for higher rents. 

Foreclosing banks claim, often with no support or data, that they must evict all tenants because 
empty buildings will sell more easily. The banks rarely consider that in many cases it would be 
more prudent and more profitable to keep the buildings occupied with rent-paying tenants while 
they search for a new owner. A typical situation is described by a legal services lawyer from 
Chester, Pennsylvania: 

1 represented a Section 8 tenant. When the landlord lost the property through foreclosure, 
the bank bought at the sheriffs sale and promptly served the tenant with an action in 
ejectment. The Housing Authority was caught off-guard because the landlord had been 
giving assurance that the mortgage default was being settled. The Housing Authority 
immediately offered to assign the Section 8 contract and payments to the bank, but the 
bank refused and instead insisted on proceeding with the ejectment. My thought was that 
someone at the bank clearly wasn’t thinking when they passed up the chance to get paid a 
few months’ rent and opted instead to pay lawyers to start an ejectment action. 

In Massachusetts, we have found that the banks often are unable to justify their insistence that 
all tenants must be put out of their homes; their lawyers and brokers merely repeat that the client 
wants the tenants out, no matter if they are good, rent-paying tenants who have lived in the 
property for years. As in other states, the banks in Massachusetts claim that they can’t sell the 
buildings unless they are empty. But when a tenant’s lawyer (in the rare case where the tenant 
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has obtained legal counsel) or a neighborhood housing advocate asks what price the bank is 
asking for the building and whether they could work out a deal in which a local nonprofit 
purchases the property, the answer from the bank is still “no.” The banks’ lawyers and brokers 
have their marching orders: get the tenants out. See August 13, 2007, story in Banker and 
Tradesman, “Tenants Displaced After Foreclosures,” attached here. 

To move the renters out fast, in most states the banks send out agents with “cash for keys” offers, 
which go something like: “If you leave in five days, we’ll give you $500. Otherwise, we’ll evict 
quickly and you’ll get nothing.” Many households, assuming the courts will evict them anyway, 
take these offers, although the money is hardly sufficient to find new housing. And, to make 
things worse, most tenants can’t get the return of their security deposits or last month’s rent that 
they gave to the original owner. See “Renter Affected by High Foreclosure Rate,” August 15, 
2007, from KVBC in Las Vegas, Nevada, attached here. 

Even where post-foreclosure evictions are prohibited by state, local, or, in the case of Section 8 
leases, federal law, housing advocates report that the banks often ignore the law and threaten 
tenants with eviction. For example, under the law in the District of Columbia, a foreclosing bank 
cannot evict a tenant unless it has good cause. Nevertheless, as a housing lawyer from DC 
explains: 

Banks typically send 30-day notices to vacate immediately upon foreclosing, despite the 
tenants' absolute right to stay and rent after the foreclosure. The majority of tenants are 
frightened into moving by these notices, even though the notices lack any legal basis. In 
recent weeks, we have seen a rise in the number of tenants seeking help in re.sponding to 
these notices to vacate. When tenants do show up in court to fight the eviction, the banks 
dismiss their cases — but then begin pressuring tenants into "cash for keys" deals that 
barely offer enough for security deposit on a new place. 

III. When Banks Own Rental Properties After Foreclosure, They Refuse to Maintain the 
Buildings and Often Stop Providing Utilities. 

Let me describe how the process typicaliy works in many states. 

First, tenants often have no idea that their landlord has defaulted on the mortgage, that 
foreclosure is threatened, or that a foreclosure court procedure or sale has actually occurred. In 
many cases, the original owner may continue to collect rent from the unwitting tenants even after 
he has lost the building in foreclosure. A foreclosing bank may choose not to collect rent in 
hopes that it won’t be viewed as the landlord of the building it now owns. Tenants often don’t 
know what to pay or to whom. See May 30, 2007, article from the Florida St. Petersburg Times, 
“Renters, Too, Face Mortgage Fallout,” and September 3, 2007, article from the North County 
(California) Times, “Foreclosures Put Renters in Limbo,” both attached here. 

In Massachusetts, we have seen banks refusing to accept rent and then suing the tenants for 
nonpayment of “use and occupancy” in an amount higher than the rent — an amount never agreed 
to by the tenants. Low-income tenants, especially, do not have the financial or emotional 
reserves to deal with these uncertainties. This happens even where there are Section 8 leases 
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(which courts have held survive foreclosure), but the banks, emboldened by the lack of clarity 
with all other tenancies, attempt to evict Section 8 households, anyway. 

The foreclosing bank, often from another state or another country, refuses to recognize any 
responsibility to existing tenants, may refuse to pay the utility bills, and will not make repairs, no 
matter how serious the problem. Tenants are literally left in the dark, with no idea about whom to 
call in emergencies. See Boston Herald article, “Why Us? Tenants Say They’re Foreclosure 
Victims,” attached here. 

A housing lawyer from Minnesota writes; 

One important problem is that lenders refuse to be landlords. That business model should 
be a thing of the past — it may have made some financial sense for lenders to simply 
vacate the property and turn it around. However, now that lenders have dozens of vacant 
properties that they can’t even sell, it makes sense for them to change their business 
model. If lenders would agree to allow good tenants to stay, properties would likely be 
more marketable and would not cause a nuisance to the neighborhood. 

A May 11, 2007, Minnesota Public Radio story describes how a Ramsey County, Minnesota, 
tenant knew nothing about a foreclosure — then her water was suddenly shut off and she was 
forced into a homeless shelter. See “Renters Put Out by Foreclosures,” attached here. 

In Brockton, Massachusetts, a legal services lawyer reports: 

Our office sees a lot of these cases. I recently represented a single mother, a domestic 
violence survivor who had always been an ideal tenant. She was up-to-date in her rent 
and didn’t cause any problems. Her landlord was foreclosed upon and the bank stopped 
paying the electricity, which got shut off. After two weeks of trying to get the electric 
turned on (prior to our representation), the tenant actually had to call the electric 
company and establish an account for the entire building in her name, as the electric 
accounts weren't subdivided. The tenant was so diligent she even continued to pay her 
rent to her landlord for one month after the foreclosure happened. There is no reason for 
someone like this woman to have to end up facing eviction. 

In Oakland, California, the City Attorney and local officials are alarmed as a growing number of 
households in foreclosed rental properties lose essential services and face displacement. See 
September 15, 2007, story in the Oakland Inside Bay Area, “Mortgage Crisis Hurting Tenants: 
Some Renters Illegally Evicted From Buildings in Foreclosure,” attached here. 

As the subprime mortgage loan crisis rattles the financial and real estate markets and 
exposes the vulnerability of many home owners, it also is hitting a hapless population 
that had nothing to do with the loans — renters in buildings in foreclosure. Across 
Oakland, scores of renters like Bryson [the subject of the story] are being served eviction 
notices or being told to move out as banks take over buildings from defaulting landlords. 

. . . Tenants caught in between the banks and their errant landlords may face difficult 
straits, he said, including eviction. In some cases, building utilities have been turned off 
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because landlords stopped paying the bills. "Some of the stories are very sad," Russo [the 
Oakland City Attorney] said. "A 75th Avenue apartment has not had water for two 
weeks, and a woman who is pregnant hves there. . . . The cases are accelerating," Russo 
said. "It's becoming a humanitarian crisis. ... I think it is unethical and illegal for 
financial institutions to foreclose and shove tenants out," Russo said. "These folks in 
many cases paid their rents and did nothing wrong.” 

And, of course, neighborhoods where tenants are evicted en masse start to experience the effects 
as buildings empty out, property values drop, and blight takes over. Banks should understand 
that it is bad business practice to routinely evict tenants post-foreclosure if the lender wants to 
preserve value in the property. While it may take some work to be a property manager, the value 
of the foreclosed property is enhanced if it remains occupied while a new owner is found. This 
makes good business sense; vacant properties are vandalized more, thus making them less 
attractive to new buyers. And collecting rent from tenants should help offset other costs of 
foreclosure. 

IV. The Problem Is Significant and Widespread. 

In Minnesota, officials in Hennepin County keep careful track of foreclosure activity and report 
that a high percentage of recent foreclosures are on rental properties. A housing lawyer at the 
Foreclosure Relief Law Project of the Housing Preservation Project in St. Paul summarizes the 
findings: 

The impact of foreclosures on tenants is significant in Minnesota. In Hennepin County, 
which includes Minneapolis and the surrounding suburbs, there were 3,039 foreclosures 
in 2006 (this represented a nearly 100% increase over 2005). An astounding 38% of those 
foreclosures involved rental properties. The percentage of rental properties is even larger 
if you look at just the City’s share of foreclosures. In Minneapolis, more than half (56%) 
of the 2006 foreclosures involved rental properties. (These figures are supplied by 
Hennepin County Taxpayer Services.) 

In the City of St. Paul (where foreclosures nearly tripled from 2005-2006), the percentage 
of foreclosed properties occupied by renters is disproportionately large. The City i.s 
divided into 17 districts, and the percentage of foreclosures involving rental property 
ranges from 30% to approximately 70%, with an average of about 40%. (This data 
supplied by the City Council’s research team.) 

We have anecdotal evidence from Hennepin and Ramsey County homeless service 
providers telling us that more and more people are seeking shelter because their landlord 
lost the building to foreclosure. Legal Aid/Legal Service organizations tell us that the 
number of tenants calling for help because of a foreclosure has increased exponentially 
over the last several months. 

Similarly, in Ramsey County, Minnesota, investor properties accounted for 43% of foreclosed 
mortgages. See May 11, 2007, Minnesota Public Radio story. “Renters Put Out by Foreclosures” 
(previously cited and attached). 
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When journalists from Maryland’s Baltimore Sun started to research this issue for a special 
report, they found that “[pjroperties belonging to ‘nonowner occupiers’ — usually investors — 
accounted for nearly 30 percent of the city homes that lenders were trying to foreclose on during 
the first three months of [2007], . . See July 29, 2007, Baltimore Sun article, “Tougher Times 
for Housing Investors; Foreclosure Filings Rise in City Neighborhoods as Real Estate Market 
Sags,” attached here. 

In Chicago, the Executive Director of the Lawyers’ Committee for Better Housing writes: 

We have a presence in eviction court every day, with a staff attorney and volunteers from 
Chicago law firms providing representation to 400-500 families each year. We are seeing a 
huge jump in the number of cases where tenants are being evicted due to the foreclosure of 
their landlord. Our social services specialist spoke with four tenants from the same building 
one day this month who had just been evicted due to foreclosure. Three of them were current 
on their rent and were good tenants. With 14-day orders of possession granted to the 
mortgage holder, they did not know what hit them, didn’t know where to turn, and were at 
risk of homelessness. Seven of the last 46 tenants who contacted us regarding eviction 
hearings had landlords whose building had been foreclosed. This was over a two-week 
period. 

Although we know of no comprehensive data collection in Massachusetts, the severity of the 
problem emerges from various sources. For example, during just one week in August, the 
Massachusetts Housing Court in the western region of the state saw 35 tenant/foreclosure 
evictions and the Legal Services Center in Boston got calls from 29 clients. In Suffolk County, 
during a recent 1 1-week period, 1 3 percent of the 526 foreclosure auctions advertised involved 
units occupied by Section 8 tenants assisted by the Metropolitan Boston Housing Partnership. 
This statistic represents only a portion of rented units involved in foreclosures, since it does not 
take into account the Section 8 tenancies administered by the Boston Housing Authority and, of 
course, all the non-subsidized tenancies in the county. 

There is every reason to assume that the data from Minnesota and other places would be 
replicated elsewhere if other jurisdictions collected similar information, especially in urban 
areas. Although nationwide about 68% of residential units are homeowner units and 32% are 
rentals, in cities there are often more rentals. For example, the 2006 American Community 
Survey reports that about 59% of residential units in Boston are rentals, 54% in Houston, 58% in 
Cincinnati, and 60% in Los Angeles. Thus, it is safe to assume that the proportion of foreclosures 
affecting rental properties is significant in cities and, as in Hennepin County, also in nearby 
surrounding suburbs. The anecdotal information and media reports in this testimony do not 
represent a few isolated cases. 
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V. Recommendations. 

The following are some initial, broad recommendations that we hope this Committee will 
consider; 

First, as the Committee develops legislative and regulatory options to minimize and mitigate 
mortgage foreclosures, we ask you to include renters threatened with displacement due to 
foreclosure among the groups whom you may assist. 

Second, we ask individual Committee members to confer with state and local officials in their 
districts about the issue of renters evicted from foreclosed properties and to encourage those 
officials to enact state laws or local ordinances to better protect tenants in foreclosed properties. 

Third, we urge the Committee to support policies and work with federal oversight agencies to 
discourage foreclosing lenders from evicting their tenants and penalize foreclosing lenders who 
attempt to evict tenants in violation of applicable state or local law. 

Fourth, we urge the Committee to create incentives for post-foreclosure lenders to negotiate with 
local affordable housing groups, municipal agencies, and others to maintain or re-develop their 
rental property as affordable housing. 

VI. Conclusion. 

Renters are generally in a more precarious position than homeowners. From 1997 to 2005, the 
number of renter households paying over half of their income for housing went from 1 million to 
2.1 million. This latest mortgage foreclosure crisis makes this already untenable situation even 
worse. As the chair of the Center for Housing Policy recently observed in the Housing 
Development Reporter. 

This new study [from the Center] reveals that housing cost burdens have increased faster 
among America’s working family renters than among working family homeowners. . . . 
Over the past several months, there has been a tremendous amount of attention given to 
the problems facing homeowners with subprime mortgages. . . . While these problems are 
significant and this attention is deserved, it is important not to lose track of the serious 
housing problems facing renters. 

We hope that this testimony will focus attention on the dire predicament faced by renter 
households caught up in the mortgage problems discussed by this Committee today. 

Thank you once again for the opportunity to testify before this Committee. I and my legal 
services and advocacy colleagues in Massachusetts and other states are available to answer any 
questions and assist in any way to mitigate the painful effect of foreclosure on residential tenants. 
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■ s. , . ‘ Authority Expands Landlord .j.:- 

^onds to Mortgage Crisis. 
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ig Aijthonty (AHA) has exoanded upon 
house a family receiving a voucner 
has learned. 


0ns in A'"’ I" 1 h I ccriv encountered the changes also told Atlanta 
Progrrs<-uc ''JOi s tn.e a Jded scrutiny may discourage more landiords : 
from acvcphnq vruf nnrs hr-m AHA. 

The move by AHA comes after v^ecks of exclusive coverage by Atlanta 
Progressive News of the mortgage crisis which has Impacted AHA voucher- 
holders. 

APN chronicled the stot7 of Tamika "Cookie” Brewer, who received a 
foreclosure notice even though she was paying her rent on time and AHA , 
was sending her landlord a voucher, because the iandiord wasn't paying the . 
mortgage. 

Exactly four Weeks after requesting infonmation froiil AHA, APN today 
received an exclusive series of statements prepared by AHA spokesperson, 
Rick Write of the Ali.sias PR firm. This is the first time in five months AHA has 
responded to a press request from APN. 

First, AHA estimates at least 209 voucher-holder families were affected by a 
foreclosure in the year 2007 alone. Resident President Diane Wright toid 
APN she thinks that number is low. 

"While AHA had due diligence practices in place, we certainly did not 
anticipate a national mortgage foreclosure crisis. As an asset manager of 
our size, we believe it is our responsibility to refine our due diligence 
practices," White wrote. 

"These changes Include increasing the frequency and scope of our landlord • 
review process, receiving advance information before foreclosures occur, 
and enhancing the respon-se time when a foreclosure notice has been 
issued," White wrote. 

APN requested additional information on how AHA would receive such 
advance information and how it would increase the frequency and scope of 
the iandiord review process, but AHA did not immediately reply. 

The reason this was not clear from their statement Is because the banks . ■ . 
usually have no 'way of knowing whether there’s a tenant— let alone an AHA 
voucher holder— in the property, 3R 3Ghnson, foreclosure specialist, had, 
previously told APN. The bank usually deals directly with the borrower, that 


However, local real estate investor and blogger, Nancy Spivey, tells APN she was shocked 
requirements whe.n she .received the new AHA iandiord paperwork from a tenant who was 
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'■2 c the papervvork. Landlords have to fill out a lot of forn^js. '< ' 
s, 2-0 out an authonsation to release information that the rnoi-: «-> 
z <'i \ heck," Spivey told APN In a phone interview. 

i'*" .•'"e coming from. It is a bad situation on both sides. But it ooc" ^ " 


"These dj\s, eve-Vi.odv Vvorts "'o upe-k oj- cicd t li’- not a good tiling for 
everyone have the r CiCu.t checKca e\'-‘'iv r ,-^e t •■n around because it dsics 
your sco>n A^d t's = huge ortve ther- .cef nt-v {.heft is a ivuge issue ricid: 
now," Spivey said. 

Spivey also wrote about the matter on her blog at 
ReaiEstatelnvestorsResource.blogspot.com. 

Meanwhile, AHA announcad they would not be goirtg after landlords suspected of mortg-aga fraud in court, 
even though they were receiving a federal subsidy while not paying the mortgage, raising the issue of whether 
residents are held to higher standards than landlords. 



AHA stopped short of promising each family affected by- a foreclosure would be guaranteed transition 
assistance to a new apartment, but said each family would be reviewed for their eligibility . 

"AHA has established an assistance Initiative to help participants who are victims of the nation's foreclosure 
crisis. AHA assigns a professional to each affected family who will determine the type of assistance on a case- 
by-case basis, Such assistance will include: Application fee, Security deposit (refundable to AHA), Utility 
reconnection fees (up to three utilities). Moving services, [and] In emergency situations, AHA may provide 
funds to pay for temporary storage and temporary hotel stay," White wrote. 

"This assistance is being provided voluntarily by AHA in its role as a corporate citizen and should not be 
misconstrued with assistance under the relocation program," White wrote. 

E^rewer eventually received assistance with moving into a new apartment after weeks of continuous coverage 
by Atlanta Progressive News. 

However, within the Iasi week, Brewer contacted APN to report that her new apartment was not in a safe 
environment. She said her apartment had been broken into, that she believed there were drug dealers in the 
area, and that the majority of units in the building were boarded up. Brewer said she recently contacted AHA 
for assistance with moving again. 

Brewer was forced to locate this apartment on foot because AHA did not provide relocation search as.$istance, 
even though Flrewer had a disabiiity and medical condition. Thus, she applied, at this apartment complex 
because it was nearby and she heard they were accepting vouchers. 

Brewer's situation ftiises also the general issue of what quality of apartments will people be able to find with 
the vouchers, and how special needs and disabilities can make it even more difficult for some voucher holders 
to find apartn'ients. 


Now, if as some fear, landlords are discouraged by the added scrutiny unveiled by AHA, this difficulty of 
finding places to live with an AHA voucher may Increase. 

Frorn Atlanto Pr grr^swe.News 

-About the authoi Matthew Cardinale is the'News BditoT of The Atianta Progressive News and may be 
reached at m.h.thewi'Oatj.antaproqresst venew s.cQm 
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New law gives foreclosure notice to help 
renters 

Legislation Inspired by Daily Southtown columns sllows 
tenants to stay in their homes for 120 days if their 
landlords default on mortgage payments 

August 31, 2007 

By Emiiy UdeH Staff writer 

Renters who live in buildings under fbrodosuro will be protected from 
eviction if their landlords default on mortgage payments thanks to a new 
law sponsored by San. Maggie CroUy p-Oak Forest). 

The iegislalion allows tenants who are up-to-date on rent payments to . 
stay In their homes for 120 days after notice of a foreclosure hearing, 
Tenants coutd be evicted with little or no warning under previous taw, 



VIDEO :: 


"if somebody is making their rent 

RELATED STOWES payments and unbeknownst to them 

• A homo no more the landlords themselves aren't 

making Iheir mortgage payments, I 
didn't think that's fair to give no notic 

to the renters," Crofty said. 

She said she was Inspired by a series of Daily Southtown columns about 

a Country Club Hills family evicted from its townhouse after the owner 

stopped makir^ mortgage payments on the property. Kevin and Nyoka 

Wiliams watched as Cook County Sheriffs Department officers hauied 

their belongings onto their front lawn In March, [saving tt^e coupio and 

Nyoka's three chiidren without a home. TOF^ S' 



The VMIHamses lived in the townhouse for several years and were up-io- 
date on their rerrt when the owner defauHed on the property's mortgage 
the year before. 


hUp:/7www.daiIysouthlownxc>in/news/536301,3! !NWS3.aFticle 
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New law gives foreclosure notice to help renters :: News :: Daily Southtown 


Page 2 of 3 


The nm law Is aimed at fauffaring people like them from landlords' 
financial troubies- 

Under the new banks and mortgage companies will bo required to 
ifrform tenants In a building of a foreclosure hearing, ^4ortga9e holders 
had the option to inctuds the names of tenants or "unknown occupants" 
on the foreclosure filings, whtah resulted in in<x>nsls!ent notification of 
rentes and scMnetimes gave tenants little or no time to move-. 


BUSINESS 
Riiey‘5 dauc 

op(?n!s5Ci to { 


SPORTS 
Long balls > 
Attfros 


New law for 2000 


ENTERTAIN 

Airnanac 


John Bartiett, executive dk^tor of the Chir^go Metropolitan Tersants LiFESTYLE; 

Organisation, said landlords who are losing a property often fail to alert Know this 
the tenants of foreclosure for fear they will slop paying rent. 


”1 think ft shifted the onus to banks and the other organizations (hat are 
forectosing because they have to notity the tenant," he said, "i think that's 
very positive." 


Ide said 120 days would be enough time for most renters to fine! new 
housing. 


"So many tenants are being forced out of their homes on a very short 
notice," he said. "This will help give tenants time to find places to live and 
find places in their communities, in a tight rental market, thafs not always 
easy," 

The law is slated to take e^ect Jan. 1. 


Regina Rizzo, who oversees the hot. line at tho tenants organization, said 
calls from renters living In foreclosed buildings have increased in the past 
seven months. 

"it’s been an abundance “ she said. “Most of the time when the tenants 
call or walk in, they are in a panic,'* 

The organization has received numerous ceils from people who were 
given little or rro fwtice before the mortgage holder took possession of a 
building under foreclosure, Rizzo said. 

She said she Is working on new gukieiines for hot fine volunteers to uj5o 
because of the Increased number of foreclosure-reiated caiis . 


Utilities cut off 


Despite the protections Instltoted by the new taw, renters stili rr^ay suffer some fallout from 
bills after they have defaulted on their mortgages, BarUoft said, 

Riverdaie resid^Tt Rose Camj^eil worried the utilities in her former building would be cut < 
discortnection began to an-iv© after the property went into foreclosure ir^ March, 


'Tho mailbox Is jam-packed," said Campbell, who was able to secure tiousing down tlse sli 
apartment flooded with sewage. 


Two families sti live the building, the 53-year-o!d nursing home aide said. 

Grotty said she had hoi heard of problems with utility discoriiiection arul planned to look 


http:,//ww\v.dailysoulhtowrs,com/new&^53630'1,3i lNW'S3.artlc-!e 
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New law gives foreclosure notice to help renters :: News :: Daily Soulhtown 


Page 3 of 3 


I ' 

I In July, ililnois reported 5,530 foredosures, up 10,2 percent from July 2006, according ^ 

I gathers data on foreciosurea. 


One in every 830 houses in iilinois was under foreclosure last month, pulling ihe state at 1 


Emily Udell may be reaabed et 
oudeil@d8itysouthiown.com 
or (708) 633-5969. 
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News !4 ; "Morigage mess” hits renters - 8/30/2007 5:11:38 PM I of I 


rc'iters 
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‘ SdfnZeaiv rentpss aren't 
s -^le tt D > iH‘ ’‘mortgage ness ' 

Q< m.hn-etfea And we'ie firstjing 
some foreciosure applicants now for rentai housing, ^aVs a little bit 
unusuat/’ Wrenn says. 

A national study by the Center for Housing Policy says ttiaf s a 
growlr^g trend. Along with more applicants comes increases irt rent. 
The study says rates are expected to rise by 4 percent this year and 
next year too. 

"Thafs certainly good for the landlord's, it’s not as good as news for 
the tenants,” Wrenn states. 

Housing experts say the blame falls on the rise on stricter 
requirements to actually get a mortgage now and compound that with 
the folks who can no lorsger afford their mortgage and are fadng 
foreclosure. 

"So they're looking more, they're finding it hard to get funding for the 
house they rneiy want so they’re opting to rent longer," explains realtor 
Jeff White of Jeff White Realty. 

Low-to-moderate wage earners are most likely to be affected, which 
raises another finding in the study; One in four renters are paying 
more than half their income on rent 

"Can i afford to fill up my car with gas this week or should I go ahead 
and ask my landlord to deter my rent, well that’s probably not going to 
happen." says Wrenn, 

Realtors say even in this market, there are opportunities. 

"As rental mtes are atiie to Increase investors are happier and they’ll 
go out and buy more investment properties which will bring more 
rental homes Into the market whicti then will also keep rents at a 
reasonable rate," White says, 

Write adds that people who have faced foreclosure or bankruptcy , 
can own another home. His advice; Take one to h/vo years to re-build 
good cmdit and then try to re-enter the housing market 
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aObctexl by high foreclosure rate |^j ' 'U',- ! ol I 


)nEW$ 3I Watching Out For You 

fclS’T'tjS * t#* V*a«* - - 


Renter affected by high foreclosure rate. 

Aug 15, 20Q7 05:09 !>M SDT 

If vouYg not in the market to buy to buy a home you- might think Nevada’s high foreclosure rates 
don't affect you. Think again, News 3’s Anaei a Martin shows us why a woman could be iosiru} the 
home she just moved into. 

'‘I doii't have nowhere to go." 

For now,, Shelia Ellis is sleeping on an air mattresses in a North Las Vegas home. She just moved 
in two weeks ago and Is house hunting ag.ai.n after spending $1,600 to rent the home. "We gave 
him the deposit and the first month’s rent and we were here a week and were getting foreclosure 
mail in the mailbox," Sheila said. 

Turns out the day before she signed a year long lease to rent the home it went into pre- 
foreciosure. She says the property manager knew about ft. He says he didn't 

"1 (could) come home from work and there's a lock on the door with our property inside of the 
home. .Staying here free no rent, sounds good, but you don't get nothing nowadays for free 
without paying for U'," Sheila worries. 

Her furniture .Is on its way from Chicago, but she’s had to put that on hold while scrambling to 
find a new house. She’s hoping to find one In the same school district so her 15-year-old won't 
have to transfer after the school year starts. 

And she wants a refund for her trouble, "If it’s $10 I stilt want it back,” Sheila explains. "That’s 
almost $1,700 that I gave him. We still want our money back so we can find something else. 
Being here two weeks today he should be willing to give me ail my money back," 

The property manager did not want to talk to us on camera, but he did agree to give Sheila her 
money back so she can find another place to live. 

If you're interested in purchasing a home In foreclosure later this month, on the 25th there will 
be an auction,. It's being put on by local real estate auctioneers and wli! held at the Fiesta casino 
and hotel in I-tenderson. The auction wH! include more than 60 properties. It starts at IQ am, 
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Know it now. 




Renters^ too, face mortgage fallout 

Unwary tenants find themselves caught in a widening web of fraud and 
foreclosure. 


By SUSAN TAYLOR MARTIN 
Published May 30, 2007 


To a family from the concrete canyons of the Bronx, it sSerned Ideal: a spacious T ampa home with a big back yard for 
the kids. And H was available for rent with irr^medlate occupancy. 

Two months ago, Nikki DuFore and her husband paid the owner $3.(K)0 and settled into the house with their three 
boys, But their stay may bo short-iived. On May 19. they were served with .notice that the bank seeks to foredose 
because the owner is months behind in his mortgage payments. 

"!f was a shock," DuFore said, "We had just moved In, and now we're already having to look for another place. It's a big 
expense right now." 

It used !o bo that tenants got all the scrutiny, wth landlords demanding references, proof of emptoyrnonl and other 
assurances the rent would be paid. 

But in Florida's topsy-tup/y, fraud-plagued real estate market, Ifs the property owner who may warrant a closer look, 
Owners who can't pay their mortgages are leaving tenants like the DuFores in the lurch. 

"We'vQ been getting a lot of calls of late, and the amount Of these calls is increasing because more people are in 
foreclosure," said Tom DiFlore, head of fh© housing and consumer unit of Bay Area Legal Services. “You vslioviid 
always bo wary," 

During the peak of the reel ©state boom, many buyers were lured info the market by 100 percent financing and risky 
types of adjustable rate loans. As the market cooled and property values fell, they found themselves stuck with steep 
payments on property no ionger worth the mortgaged amount. 

One resuit; an Increase in the number of flnanciaiiy strapped owners trying to rent homes and condos they can't sell. 
Another result: tenants who find themselves defendants in foreclosure suits. 

Tho ghost owner 

Jason Wade can't believe St might be happening again. 

Forced to leave one house because the lender foreclosed, he wound up in another rental whoso owner is also behind 
in mortgage payments. 

"We don't want to bo fiere and frave the same guy from the Sheriffs Office showmg up to serve us witii faicclosure 


p:/,/vvwvv.sptimc.sxon'!/'2()07/05/30/news_pf7State/Rentei's__too__face mo.shtml 
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papers,” said Wade, owner of an aquatic weed management company. 


Wade and his girlfriend first renled from Victor CiavizzaOs a ioan officef and felon whose suspicious real estate 
transactions have been chronicled in the $t Petersburg Times. As Clavizzao's house went into foreciosure, the couple 
moved in April to another tiome less than a mile away In northeast St. Petersburg. 


Thai house had been vacant since Octt^er, when if soW for $6S5,000 $315,000 more thari it had sold for six months 
earlier despite the sagging market. Records show the house is mcMlgaged for the full $695,000 in the rsame of ! leather 
Hall. 


Wade and Iris giiifrietid figured everything was m the up-and-up because they found the house tlrrougii a Tampa 
property management company, DIG Management Servfces. Sut they thought it curious that they paid the $2,000 . 
monthiy rent to Biiiy Womack, not to Hail, the owner. It was also Womack, not Hali, who had paid the water bills whiio 
the house was empty. 

Thoro wore other signs of potential probtems. Mail, including late notices from lenders, piled up because Hoathor Half 
never coiiected it or left a foivvarding address. The 2006 prc^erty taxes, totaling nearly $8,000, went unpaid. 

When Wade and hisS girlfriend said they wanted ib meet Hall, Womack told them she was leaving the country for a few 
months. Wondering if Halt really existed, they stopped payment on the rent check. 

Caught In family feud 

Womack, 33, worked in Tampa nightclubs before pleading guilty In federal court in 2005 to possessing ecstasy with 
intent to distribute, H© served seven months, emerging to start a new career in the property management business. Mis 
Web site urges investors and others to add to his iis! of properties "so we can Ail make some $$mon©y$$!'’ 

Among Womack's first clients were his brother and sister-in-law, whom he encouraged to buy 12 dilapidated houses in 
Tampa with 100 percent financing. According to a Tampa Tribune story in December, the couple didn’t reoii?:© Womack 
had persuaded the seilers to accept lower prices, then bumped up the recorded sales prices by an overage of $30,000 
- with the difference going to his company. 

Womack’s relatives were unable to rent out most of the bouses, and 11 of the 12 are now in foreclosure. The couple 
could not be reached for comment. Womack, who is on probation until 2008, would not discuss whaf be says is “a 
family feud that went bad." 

As for the St. Petersburg house, Womack e-malled the tenants a stafemont dated May 22 in which Hoather Mali 
authorized him to manage the property. The statement was notarized by Womack's attorney, Ivan Lenoir of Tampa, 
who said h© met Hal! only briefly and knows little about her except “that she is the owner." 

Unable to afford to move again so soon, the tenants have decided to pay the rent even though they feer tfi© hou.?c will 
go into torodosure any day. Womack said ha was not allowed to discuss financial matters regarding the property, He 
angriiy cut off the conversation when th© St. Petersburg Times asked to meet Heather Hal! and spoak with her in 
person, 

"S don't think we need to talk anymore if you're going to dig Into things that are not relevant," he said. 


tp://www.sptimes,eom/2007/05/30,/news_pf/State/Renters__toQ_face_mo,sh!f!i! 
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Avoiding ovlction 


hven if they suspect the owner has defaulted on ths' mortgage, tenants should continue paying the rent or they can be 
evicted. 


" fhe reason is that a person in forecIcsuFe can clear up the problem at any minute -- they can make back payments, 
they can refinance, they can file Chapter 13” bankruptcy,' said DiFlore of Bay Area legal Services, "You can goi an 
eviction long before foreclosure is done, and that's why you have to continue paying rent.” 

The eviction process can take as Mte as 14 days. A foreclosure takes at least 90 days. 


Tenants should also contact the lender to see if it's possible to stay In the house even if it is foreclosed. That’s what 
Nikki DuFore did, only to be team that the mortgage company is not interestod in dealing with renters. 

Now DuFore hopes to find some way to legally break her tease sinc« the owners, Darwin and Cstina Sealoy, have not 
[TsaclG any payjnents since December, according to the lender. 

Seafoy, a mortgage broker, could not be reached, and his wife, a rea! estate agent, declined to comment, The couple 
also have a house in Pasco County that is in foreclosure proceedings. 

Do DuFore and her husband, Quwan iMUiams. a contractor, have any advice for others about to rent? 

"Read the tease thoroughly," DuFore said. "And add on to the lease that the tenant Is responsible for paying the rent 
but it's the owner's responsibility is to make sure the mortgage gets paid," 


Susan Taylor Maiiin can bo contacted at sn SimiB l^tf mes .cQm. 


© 2007 • All Rights Reserved * St. Petersburg Times 
490 First Avenue South St; Petersburg, FL 33701 - 727-8934! 1 1 
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Foreclosures put renters in limbo 
By: CHRIS BAGLEY - Staff Writer 


MURRIETA - Families renting houses from a group of hard-to-find investors are wondering 
who owns the roofs over their heads, where they should send their monthly rent checks and 
whether a series of foreclosures will force them to move in the next few weeks. 

The families, at least a dozen of them, are living in houses that out-of-town investors bought 
with 100 percent financing between May 2006 and May 2007, The Californian has identified 
70 houses in western Riverside County tied to Elias Ochoa, who ran the Corona branch of a 
mortgage brokerage until earlier June. 

Ochoa and his clients borrowed a total of $39 inililon, and have defaulted on 40 of the 70 mortgages since April. 
Lenders recorded defaults on at least six houses In August, setting them up to be seized and sold by banks by 
late November, 


In interviews last week, residents said their experiences in the houses had been tjizarre from the ijeginning, 
when they responded to handmade "for rent" signs in the windows of the houses. Most said they didn't balk at 
first, but default notices and a series of strangers knocking at their doors this summer have set them ort edge. 

Of a dozen renters who spoke to The Californian, all said they had never met or spoken with the peopks whom 
Riverside County records identify as the landlords. Several said they had been writing checks to Solco Financial 
Services, Ochoa's mortgage brokerage, and then to a company calted ABC Mortgage, Realty & Property 
Management, which shared Solco's office suite in Corona, 

Ochoa hasn't responded to calls or e-mail messages left for him over the past two weeks. The Californian was 
able to locale only one of the 33 investors, Lisa Tomsha of Irvine, who didn't return calls seeking comment. 

One investor who was typical for the group bought three Murrieta-area houses through Ochoa last year, 
according to a database used by local real estate agents. Ail three Involved 100 percent financing, and the owner 
defaulted on all three this summer, according to fbreolosureradar.com, a database of defaulted and bank-owned 
properties. 

A couple living in one of the three houses said a man claiming to be the owner had called but refused to give out 
his own phone number or meet with them. The wife said she had called Ochoa's Corona office a, 'id iefi 
messages six times in M.ay, asking where she should send a rent check. 

Over the summer, 3 couple of weeks after the tender began to toreoloss on the house, Ochoa dropped by in a 
Mei'oedes to pick up the rent check, but she refused to oontirrue paying when Ochoa asked her to ma.ka out the 
monthly check to him personally, she said. 


hUp://www.nclinic.s,coiwaiticle=,.''2007/09/04;'news/caiifomiar¥4_04__219_3_07,prl 
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“i 'would really love to know who owns this house," said the woman, who asked that her name and address not 
be used for fear of retribution, Ochoa insisted that he himself owned the house, she sttid. 

Several of the families who rented through Soteo and ABC said the companies' representatives trad made it 
surprisingly easy to move in. Renters in two of the houses said Paul Cheneita, who worked under Ochoa al 
Solco and then ABC, was lav in taking deposits and noting Social Security numbers for credit checks. 


"VVe iTiovrscI In,” one woman said, "and that's when all hell broke loose.” 


Chenella was one of two Ochoa employees who also appear to have bought investment houses through him. 
Clienelia and his wife, Cindy, bought two Murrieta houses In 2006 with 100 percent financing; they sold the two 
houses six months iater - for a total gain of $184,000 — to other Ochoa clients, who also used 100 percent 
financing, according to tax records. 


Cheneiia w'rote In an e'm,aii to The Californian that he had severed all lies with Soico, ABC and Ochoa, but didn't 
respond to specific questions or to a request for an interview, 

Michael Soliz, who continues to own and operate Solco out of the Pasadena area, said Ochoa's Corona 
operation had been autonomous and that he was surprised when told of Ochoa's dealings in Riverside County, 

Of the 70 houses identified by The Californian, Ochoa acted as the buyers' agent in 58 cases, according to the 
real estate database. Searches of title documents show that the same Investors bought at least another 12 local 
houses in similar arrangements around the same time. In several cases, a house wouid sit empty for months, all 
while Ocho,a arranged sales from one of his clients to another. 

Murrieta real estate agent Bonnie Butterworth said ABC and Solco had apparently moved renters out of at least 
two of the houses and into other houses the company was managing. Butterworth, who specializes in selling 
defaulted houses to investors, said she first noticed the houses last month, when she began to see default 
notices and then began to knock on doors. Public records show that Individual borrowers bad bought several 
houses around the same time with 100 percent financing and then defaulted just a few months later, a fact that 
led Butterworth to suspect that they were linked. 

"These people destroyed our property values," Butterworth said, "it’s not Just the unsuspecting homeowners. It's 
not just the unsuspecting tenants. It's affected every single person in this city." 

--Contact staff writer Chris Bagley at (051)678-4315, Ext, 261S, orcbagley@oalifomlan.com. 


Sac also; 

Real estate group guts neighborhoods (Aug, 28. 2007) 


|■lttp:,*'/www, iict!rnes,coin/ar!'!cle.s/2007/09('04yncws/c£ilifornian/4__04__2i9_3; 07.pri 
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Renters put out by foreciosures ; 

by Jessica Hndor, Minnesota Public Radio 
May U, 2007 

Renters are being forced out of their homes - often with little or no warning - even 
though their rent Is paid up. 


St. Paul, Minn. — Thelma Hiii and her five children lived in a Duplex on Geranium Street In St, 
Paul, She was up to date on her rent and so was her neighbor In the other apartment. With no 
warning they got a water shut off notice. Then a. sheriff’s deputy showed up to serve 
foreclosure papers. 

And then they found out the other utilities also had not been paid In months. 

’Tt's kind of like a shocker because when you're paying rent and ail your utilities are included, 
you're expecting the landlord to do what he's supposed to do," Hill says. 

Despite repeated attempts to reach the landlord. Hilt was unsuccessful. The iandlord did not 
return calls from MPR either. 


Hill decided she couldn’t keep her kids in an apartment without running water. She had no 
other place to stay so she made her way to a homeless shelter more than 14 miles across 
town. 

Hli! says she and her kids now have a long commute by bus back to St. Paul for school and 
her job at a Burger King. 

"It took me like five to 10 minutes to get there before, It takes me about an hour and 15 to 
get there now. It took my kids five minutes to get to school and it takes them 30 minutes to 
an hour to get to school. They have to be downstairs at 6:50 a.m. to catch the bus/ Hill says, 

Hiii is typical of a hidden but growing problem. In Ramsey County last year, Investor 
properties accounted for 43 percent of foreclosed mortgages. In Hennepin County officials 
estimate the number at about 47 percent for the three months of this year. No figures are 
available for the state as a whole. 


It is not clear how many of those properties had tenants. Sut experts predict the pace of total 
foreclosures will continue to increase, meaning more tenants could also bs at risk of losing 
their homes in the future. 

Abe Appert represents the landlord group Minnesota Mufti Housing Association. Appert says he 
is not surprised that investors rnake up such a large proportion of foreciosures. 

"A iol of it is attributable to pure Investors who really just wanted to buy into the real estate 
investment game just like you would buy into the stock market or any other investment," he 

says. 

Appert says many investors bought real estate hoping to make a quick 


http;/7minriesoia.piiblicradio.org,/dlsplay/web/2007/037^2/foreclosures/ 
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Do research 
on yopr 
landlord so 
you will not 
end up In the 
same 

situation that 
I'm in. 


profit during the real estate boom. 

According to Appert, "they were trying to capitalize on what was a 
market opportunity and like all markets they cycle and the opportunity 
went away and so they got caught. Somebody always gees caught,” 

But with rental properties tenants are also getting caught. 


- Theima Hii! When s rental property goes into foreclosure tenants still have six 
months before they have to move out The law requires landlords to 
give ter>ants notice of eviction in advance but housing advocates say 
this often does not happerr. 


Minneapolis legal aid attorney Caro! Johnson sees an increasing number of renters whose 
landlords are in foreclosure. She says many renters moved into a place unaware it was 
ulready in foreclosure at the time they signed their tease. 

"I would say at least half the people have looked at me completely astonished and said, T, 
didn't know this had happened. I wouldn't have rented from this person.' It’s that 
category of people who rented and had no idea any of this was going on, those are the real . 
tough situations to try and explain to people. It really makes you mad/’ Johnson says. 

Experts say many landlords are having problems with the kinds of subprime loans that have 
also forced homeowners into foreclosure. These are hlgh-interest home loans with hidden fees 
and cKjjustable interest rates. 

But some iandlords defend using subprime loans to Invest in rental properties. 

Contractor and landlord Brian Kailioinen says the low teaser rate on these loans allow him l:o 
develop affordable housing in collaboration with a non-profit. He says his business requires 
him to carry a lot of debt, and that jacks up the Interest rate he would pay on a standard loan. 

"When you end up with an 8.25, 8.5 even a 9 percent Interest rate, affordability is just out of 
reach/' he says, 


Kailioinen has dozens of tenants In Minneapolis and he has never been foreclosed on. 

As a tenant caught up in foreclosure, Thelma Hill has this advice: 

"Do research on your landlord so you will not end up in the same situation that I'm in." 

After spending two months In a homeless shelter Hlii says she hopes to be in a new place back 
in Saint Paul in June. But Housing advocates say they worry that the foreclosure boom wlii 
leave tenants with fewer affordable options In the future. 


©2007 Minnesota Public Radio j Ali rights reserved 

480 Cedar Street, Saint Paul, MN USA 55101 1 651-290-1212 
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Mortgage crisis hurting tenants 

Some renterfi lltegaflv evicted from bud'dlngs In foreclosure 


By Barbara Grady, STAFF WRITER 
irisido 8ay Aroa 

Ai-t'cte Lat.-nched:09/ 15/2007 02>10:31 AM PDT 


OAKLAND . . ' : . 

TiNA BRYSON was nine months pregnant when'she leased an apartmeni in' April on Congress Avenue in East Oakfanci, 
iJitle did she Know iha apartment she rented was In fOToclosure. 

Two months after her baby was borrp Bryson received an eviction notice from the lender taking over the building, tolling 
her she had 30 days to move out, 8y ttren. her landlord -- with Bryson's 

$1,365 deposit in hand — were nowhere to be found, 

"This guy tells me that the house was tn foreclosure before I rented it." a frightened Bryson said last month, balancing a 
pile of legal papers on one knee and a baby on the other. She is haif-packod to move but does no! know to where.. 

As the subprimo moilgage loan crisis rattles the financial and real estate markets and exposes the vuinerabiitty of many 
horns owners, it also is hitting a hapless population that had nothing to do with the ioans — - rentors in buildings in 
foreclosure. 

Across Oakland, scores of renters like Bryson ^ being served eviction notices or being told to move out as banks lake 
over buildings from defaulting landlords, 

Yet Oakland's tough rental laws exclude foreclosuro as a legal reason to 

evict tenants, except in rare circumstances, These banks, or the brokei's representing them, appear to bo ignoring city law 
or hoping tenants don’t know about them, 

"Wo are getting quite a bit of evidence that there are many violations of Measure EE” — (ho city’.s voter-approved renters’ 
rights ordinarrce, City Attorney John Russo said earlier this month. ’’The banks foreclose and the landlords take off," 

Tenante caught In between the banks and their errant landlords may face difficult straits, he said, including eviction. In 
some cases, building utiiilies have been turned off because landlords stopped paying the bills. 

"Some of the stories are very sad." Russo said, "A 75th Avenue apartment has not had water for two weeks, and a woman 
who is pregnant lives there. " 


Measure E£, the "just cause" eviction ordinance passed in 2002, specifies when evtction may occur, E-xcept in dwellings 
built since 1960, the owner cannot evict rent-paying tenants who abide by rental agreements unless the owner occupies at 
iaast a third of the building or intends to move into the unit or move family into the unit. The measure also says landlords 
must abide by lease agreemerds unless tenants fall to pay rent, damage property or breach some other pottio!) of a rental 
agreement. 


Housing advocates, such as Oaktarto-based Sentmef Fair Housing, and the city attorney's office nave boon feceiving a 
growing number of calis from distraught renters m apartment buildings In foradosurs. Sentinci arsd Russo's 


offico are working to inform tenants of their rights under Measure EE and often to .negotiate on their behalt. But the 
caseload is growing exponentially. 


"LasI year, we didn't gel any caits like these rotating 1o foreclosure," said Mona Breed, Sentinel Fair Housing oxeculive 


hlip:,YAvTvw.orovillcmr.coiwportlet/ardcle/litml/fragirients/prmt__art!c!e.jsp?aiTjclefcT=-69()3?.,, 9/l7/2(){)7 
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diiector . The organization now receives about 40 such calls a month, 

“Tho cases are acceioratingp Russo said. "It's becoming a humanitarian crisis, We are going to go slier this," 

As a first step, his office joined with Sentinel and community group ACORN HcHisingon Sept. 10 to try to ascGrtatn how big 
the problem may be and try to develop a strategy to combat it, 

Russo and Breed said many of the woes experienced by renters are the resuit of subprime mortgages gone bad. 

Subprimo mortgages are considered high risJ< because' they require no down payments or start with iow introductory 
interest rates that are set higher in subsequent years. The loans are typically offered to borrowers who don't qualify for 
conventional loans, because of a compromised credit history or insufficient Income. During California's decade-long 
housing boom, subprime mortgages became more common, as borrcftvers and lenders figured a real estate- property's 
rising value wouid pay for itself. 

But due to Oakiand’s rental iaws, tenants have rights when landlords or building owners default on their loans, 

tn most cases, a renter has the right to stay put In ah apartment building, even during foreclosure proceedings, .,. 

But if the situation becomes uncomfortable or even unlivable because of a potential loss of utilities, a tenant can negotialo 
a "cash for keys" .settiement with the new iandlord. Under such an arrangement, a bank or broker will typically pay the 
tenant a sum equal to about two months' rent to leave, 

Sentinel has been helping tenants stay in their buildings or negotiate cash-for-keys satttemonts that reimburse moving 
coats. 


In Bryson's case, she agreed to a cash-for-keys settiehient In which she received $2,000 to move out and agreed not to file 
any claims against the new owner. Still, the money — about $036 more than the deposit she paid — was no! enough to 
pay the first and last months’ rent for a new apartment. 


In other cases, Sentinel has emboldened tenants to claim their rights. 

Edward Newton, a tenant at a four-unit complex at 7344 Wefd St., said he and a few other tenants are not moving out even 
though the property was taken over by Countrywide Financial Corp, — a Calabasas-based mortgage lender that prided 
itself during the housing boom on extending mortgages fo new home buyers who had trouble qualifying for moftga,geB 
efsewhoro. 


'Trn staying here," Newton said. "! read Measure EE." 

Wherr mortgage lenders like Countrywide, GMAC Mortgage and Chase Home Finance take repossession of apartment 
buildirrgs and homes in default, they hire local real estate brekers to remove the tenants and prepare the buildings for sale. 
They frequently offer the brokers financial incentives to move tenants out quickly, according to documents obtained by The 
Oakland Tribune, 

A letter from REO World BPO of Newport Baach, fist^ as asset manager for Chase Home Finance Li,C, the bank taking 
over the forerdosed apartment building at 2638 75th Avenue, offered broker Dan Felton of Oakland a set of commissions 
and bonuses for quick rernova! of tenants. 


"You will receive a bonus of up to $300 If you can procure successful cash-for-keys agreement with a move out time of 1 4 
days," tti8 totter said. 


Felfory in a subsequent July 10 letter to tenants, tdd'tfigni they were required to leave. If they didn't. “You will be deemed 
to bo unlawfully detaining the premises." the tetter said, "vrftich will result in the commefKement of court proceedings 
against you.” 

Pressed for details on the siaiiite they were using to evict tenants, Felton referred a reporter to an attorney for Cliase. 


hl!p://wwvv.orovillcmr.eo!ri/poi'tlet/articie/htmi/fragmei(ts,'print_artic!e.jsp7artick;kl=()9037.,, 9/17/2007 



"it appears this was a notice sent In error.” said the attorney, Randaii Nalman of San Diego. Naim.an later rescinded (lie 
eviction notico. 


However, not at! brokers try eviction. 

Broker Hal Hutchins of Associated Brokers is handling about 350 f<^^iosure properties — mostly repossessed apartmeol 
bulWirsgs — in the Bay Area, representing bant<s in most case, 

"My iob is lo approach the people living there and'fihd 'oUt'if'they are tha owners and find out if thoy want to move and give? 
them the money to move," Hutchins said. ”! inform them of their rights under Measure EE.” 

Hutchins, who is handling Nevrion's buiiding on Weld Street.- offered Newlon and other tenants $1,500 io movo, Newlon 
said thal is no! enough to move in Oakland. 


Russo, for one, feels Oakland has been a \rictlm of predatory tending, as some observers of the real estate rnarkot 
consider subprimo mortgages. The loans, cs-lUcs say, put vulnerable bwrowers at great risk. 

During the housing boom, Russo saki, lenders spedaiizing in su^rJme mortgages aggressively rnarKeied here .and 
persuaded people to borrow above their means by taking out high-risk loans. 

Now, his office says, foreclosure rates in Oakland are d^ble the national average and growing fast. Th© mimber of 
foreclosures in Oakland doubled in 2005 and 20(^. hitting nearly 1,200. 

Homeowners who may lose Ihelr homes when their mortgages overwheim them aro one casualty of the subprims 
mortgage meltdown, but tenants are another group of victims — ones that had no sSay in the foorrowiny or lending, 

*'l think it is unethical and illegal for financial Institutions to foreclose and shove tenants out,” Russo said. “These folkvS in 
many cases paid their rents and did nothing wrong.'* 


[ cTose" Window- j [~ Send To Printer ] 
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TOUGHER TIMES FOR HOUSING INVESTORS; 

FORECLOSURE FILINGS RISB..IN CITY NEIGHBORHOODS AS REAL 
ESTATE MARKET SAGS; 

SLIN SPECIAL REPORT 

BYLINE; Jamie Smith liopkiss, Sy« Reporter 
SECTION; TCLECRAPH; Fg.. 1 A 
LENGTH; S7S4 words 


F^chI estate investors, leapin|i; to boy Baitimore botues during the boom, helped fuel the frenry and dsivc up prices in 
neighborhoods from Canton to Reservoir Hi!}. 

Now rhey'ro part of the 6illout 

Pw|>cTties balQstging lo "nc^iovi.'TKSf occupiers'* - usivally investors * sccounted for nearly 30 percent of die city homes 
that lenders were trying to foreclose on during the fimt three months of the year, according to a Suft onaSysis of state court 
told assessment data, Caugdil l>y the market slowdown and in some csses btindsided by other problems, they defaulted on 
loans for more than homes, 

And they are disproportionately affecting a bandfui of city neighborhoods, both trendy and troubled. 

In popular Canton, for instance, ^Rves 1 o^owned real estate Rddcd up to more fJiajj half the 25 homes on the court 
fbmlosnrc-filmjf, rolls. At least eight of those properties • most bought during the housing boom - belong to s sisiglB 
investor, 

"Sotne ^ople Just got left holding the bag," said T. Guy Cook, owner of Parkvillc-based Advance America Propdriy A 
Finance LLC, whose niche is lending to Baltimore real estate investors. "It wos inevitable. You knew it was going to happen 
• it's like musical chains," 


11ie rising bde of ror4'c!osure.i has swept up investors both m>yicc and expedeaced, though it appears that the 
ncwcotners are far more inimerou?. They were “the jdddy of a!!," jiunpirtg in too late lutci paying too much, Cook .taid. 
Many dethulteri loans arc on properties bough? in late 2005 end in 200<S, as the housing market began to hit the brakes, 


"It's been a nightmare," said Ndsbezinhie Moyo, a BsJtimope residem who began bjvestiog last year in seversi city 
neighbo,?hood8,_ After a series of setbacks, he's fi-gltting Ic save four of Ida rentals - plus his own home •• from foreclosure. "I 
was OK up until Deeerober. From December, I besically couldn’t make & aifigJe payrocm for anything tiU about April," 


Robert Strsipp, diroc tor of rosearoh and policy at the'CtMiasunity taw' Center in Batfenore, su.spccts that the pool of 
immtoTB in fm-fid(is5UT w only going to grow because they bou^t the n^jori^ of homes sgidjB the ci^ in the pggt few 


“Wc may just be seeing the early ... nup^," said Sfruj^, who chaifs ths eaftjrc-ement cooimltteo of the Baltimore 
l-fomeownes-ship Preservstion Coelition, 


dreadfb! for property ownem, isn’t ^csi fcr' the sommndipg ncighboihoods Either As leaders sefec 
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pi’opsrtlss in defijixlt, they're jsdding to the hoBies for l^e sn W alresdy-satuxfitsd jniu'ket. 

And though owners in defsnlt on their mortgige? might atil! manage to save fecirpfO|Krt>' orwl!;».foFer!s>sssrc Wing is 
a clear sign of financial dists’css, 

Daltimofes which saw forcclosurt fi}ia|:8 drop markcdiy during the housing boom, jest recorded Its Erst increase lo 
years. Filings for fill real estate, including some apartments and eomrae'fcisl properties, rose 72 perceist irj t!:e in^t 
niP.Rthx'i of Che year, cortiparad with the s^sne penod last yesr. . ■ 

Tq gauge how many of those involved investors^' The Sen melded die foredosnre fiilngs wi.lb slate property assessment 
records bs of Jjmuary to focus o n r|iinp5 for noRewBej--CfCcUPled hom es. While a nonpwner-occupicd unit might mt Iw held 
by investors - the lemt ineludcs vacant people haye,^efiidd«r once Jived in ' ifs ilie best yardstick of ii^s^estor 
aoth'iiy. If anything, lenders say, invesEora are aodercousted bemuse some buyers falsely c|a(ot tha/re the occiipant? to get a 
break on mortgage terras and property taxes. 

Norsowner occupiers I’.oM nearly 40 percent of cjly hoioes, accoiding to state records, so tijey’re not failing info 
foreclosure out of pjtJposliDr! to tljej?- numbsr.s - at least not yet Tweaty-nins percent of fareclosure filing? in the first 
fiuarter wer© for homea owned by noEowncr occt^iers. 

But some neigbborbood^- once considered hot investments «re fet^ing en outsized impact, fecivdisig Canton, the upscale 
watarfront desfmafion that, drew rebabbej^ like a magnet; WnsWa^on Village and Reservoir Hill, tfansitional neighbenitoods 
thoi some saw as Uis Next Big Tilings; find struggJmg Bmadway East and McEld^ Park, with cheap homes diat investors 
thought were bargains l>c{>ause the cast side’s under-coostructidn biotech patk is nearby. 


'rh© high proporiicm of pinched mvestom in Cantoa, Resen'oir Hill and Washington Village propelled those 
neig}jbo.rboods into the top 10 in Baltimore for total foreclosure filings. 

Investors wh<j descended on. certam areas to buy, buy, buy during the housing boom helped drive pfice« up even further 
altJte time, said Mark Fleming, chief economist wthFii^t American CofcLogic,a firm that helps the mortgage-lending 
industry roansgcrlsk and fraud. 


"Tbey artificially wiflatBd vsluos, in esssace, because of their interest i« bidding it up to get it away from the otl)«r 
investor," he said. "If you have concentrated investors is certain areas and dten house prices start to move south or sideways, 
the ramification is their greater willingness to walk. It basically creates more volatility.” 

intcrthJmt Inc,, a Califiim ifl mortgage fiiiud detection company, said just over 30 pcrocnl of die Baltimore Joan 
appUcatiems it looked st in tisc fu-st five .months of the year hod possible "property valuation" problems • inflated valuc,t. 
That oompares with 8 percent nationwide. 


Intcrtlum believes Inflated values are a mix of fraud and honest overpricing. The report identified otber types of 
potential fraud In Baltunorc, including investors posing as owner occupiers. 


Hie city was battered in the late 19908 and carlypartofthadecede when unscrupulous invagrors bought homosi and dicn 
quickly resold them for far more tlian their value wi A the help of foiled documentor false appraisals. But inveatorB can be 
victiins of fraud, too, said Ann buJmer, vice president of industry relations at fritcrthinx. She's ssen a number of cases 
recently to the United States involving people recrusied into ia-w^nnent clubs run by con artists. 


"rtiey end up getting inflated property, and then the orohestrators just diauppo&r." she .snid. 


btnspp, With the Community Law Center, believes that isveaiors are also falling prey to bad financing. He doesn’t mean 
subpmne loans - though invfsstwa do fece higher interest retes than homeownere because they're seen as a bigger risk. He‘.« 
conceded about Hit terms offered by some "hard-mon^" leados, compani^ and Individuals that spccisUzs in fmsiicki« ' 
investor real estate purohsscs. He’s seen loan document aUowing the lenders to toand all ?be mcmey beck with oniv <50 
days' notice, ' - ^ 


There fu-e ^experienced investor who arc going te end «p and may aiready be, losing the hoii,ses because Atrv cgn'l 

who^aw soverai mvestors with such loans fik for btokraptey 


Im re.a! estate investors %vho make'bad dejUg can get <mi t|uickjy wlfhom nmc-h hann done. But prices 
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mxiH ifscTsasing at ft doi^bie-dlgit c5^ atiymore, and Sales have g^wed. In She 21224 ZIP oode, whieh lucluds? Canton, 
imits on the market in hint oi^ttaiibered salea 7 to 1 . The s\^age home took more thaji iOO days w sell, tUrse times as long 
as H did two yeare ago at the lieight of the hooro, 

”A lot of people fwbo] got m - put a lot of money into '0^g np haus^ arid have loaRS •- can’t sell them, they canh rent 
them for ecougl^ to cover incrtgagcs, and they're stuck,” SBid AJan Chaittkiu’, pfcaidentof dte Mid-Atlantic Real Bstnte 
Investors Association and a Bsltoiors r^abber. “Hiey may feavetliought they were going to be m and out of the home in six 
months, nme montlis - snd tiiCJt ft toms kto a year, a year and a hBjf.’' 

Wlitn market was ssiJI hot, a Washington' Village homc'Chanllcer told to snother mvsstor was quickly resold to a 
third ftwesfor - for a lot more naooey- How that example 'of boom-time euphoria is n cautionary tsle for the slump. The last 
buyer paid too much, strujigled with contractors and coaldn't eeU^ CfeanSWsaid. He ildnks she cvcntoally gave the properly 
up to her hard-motiey lender, 

'1 don't tlimkthe property even got properly fmishedA he said. "Shejusl ran out of money." 

Moyo, 40, can relate after going into default on multiple homBs. 

He began jn,veHti.ng b? Bultimore reptal homes last year, somethmg he'd drcaitsed of doiug since feiiovattog htfi Fells 
Point bDii^e m 2005. He jumped in ftfti time after hevuig a job in tlto grocery business, quickly buying nine properties and 
signing eantiacts to acquire nioic, 

Then everything went south, 

His new tenaots, Ise found, waire i^thsr paying much 1<«8 rent than the sellers claimed, or they weren't paying at all. 
ContrantOTS df?appearad after accepting down payments for woric. And he was too optimistic about at leasi one of !fce 
jioig^bi>rhoods he bought into, rehabhing tor a dsmstev clientele (ban he could get on a sReel with boarded-up propexlies and 
8 ftnshiiig police camefft. 

As cash got tight and Moyo fell behind on his mortgages, Iwiders tried to foreclose on many of his rantuis sind his own 
home, which he had borrowed against to start buying. 

'Tw uivested all my life savings,” said Moyo, who is working udth the lenders to try to hold onto Ms properties. '1 have 
to tryf. ,.. I have to conlinuc to fight," 

Ho said he has iit least $10,000 in mortgage payments a month and more then $1 million in debt hangitig over him, He 
has ta}5pc<l into his 40t,(k). His wISs, a nurse, is working overtim© to keep them sfioat, 

Mayo • a slight man with a quick smile > remains hopeful despite it all. He thinks he can still tom invesUttg into the 
profitable business wanted ainoe his childhood in scfuthcm Aftica. 

Uttle by little, he's rcmovuig uonpaying tenants. A handtol of sntm and women who help him okan up after cvScflons 
dc-scended recently on his Bclair-Edison rowhousc to give ft a thorough sensb, shaking their heads over th« tenaot who filled 
the pkee with fumiUire sod fi«t-8MCca TVs but rarely paid rm 

"Living like a TOlIlionalre," tsked Ernestine Glenn as sho waitod for nic.'ioing supplies, 

Moyo has a plan for this place: market it a« two units, amaci working professionals a.ud coUcot $1,3G0 in monthly ttm 
combiiisd. He'll, check for crimins! records, msiat on a si^ed tease e«d get a security deposit up&ont - he's icarnrd a!) that 
t)sc hard way, 

But gcttu5g his bead above water is easier ptettocd than done. 

Earlier that day, lepresentstives from ftje sheriffs office- ded^d thift they could noi removes a teasRI &om on? of 
Moyo'a homm irr ftie Breadway East area umil the fecaite's missing street number were replaced and the reoue^t to evict 
refiled. 

"to this busmoiis, nothing jg ever smooth," Moyo ssidister. ”Asl find caton a daily bH 5 l.s.’' 

j0mto.snsid5,hopkin9!@'baifssu!.eom 
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SUBPRIME CRISIS: 

LENDERS AND INVESTMENT BANKERS BUILT IT, SOLD IT AND NOW 
THEY NEED TO FIX IT 

Testimony By: Bruce Marks, CEO of NACA 

My name is Bruce Marks. 1 am the CEO of the Neighborhood Assistance Corporation of 
America (NACA). NACA is a non-profit community advocacy and mortgage company. We 
were the first organization to expose predatory lending back in 1991 in Boston, Massachusetts, 
We exposed the lending practices of Fleet Bank and after a four and one-half year war, we 
won. As a result Fleet initiated a huge lending program, made many of the victims of its 
predatory lending whole, settled the law suits, and provided NACA with a mortgage 
commitment that became the foundation of our program. NACA has continued the campaigns 
against the largest lenders in the country, including Bank of Boston, The Associates, Ford, 

First Union and others. 

SUBPRIME CRISIS IMPACT: 

The human side of the subprime crisis is that over two million homeowners are at risk of losing 
their homes. If immediate action is not taken, the repercussions of allowing this meltdown will 
affect virtually every community, drive our economy into recession and impact economies 
oversees. The most effective and just remedy is for the lenders and investors who created 
and profited from the subprime crisis to restructure the loans. This does not require tax payer 
dollars to bail out an industry that has profited hugely from this scheme. 

We need to clearly understand how we have come to the brink of a massive financial crisis. 

The subprime industry consists of trillions of dollars in mortgages, but the business was never 
about creating homeownership. It was always about generating billions of dollars in fees and 
huge profits. Since these mortgages were never structured to be affordable over the long- 
term, the financing only provided for temporary occupancy with the foreseeable and inevitable 
result for many homeowners being foreclosure and financial devastation. 

SUBPRIME LENDING INDUSTRY: 

There are six major players that are financially connected in the subprime lending. They are 
the borrowers, brokers, lenders, investment bankers, rating agencies and investors. The ones 
at most risk of loss (i.e. short end of the stick) are the borrowers and the investors. The 
brokers, lenders, investment bankers and rating agencies have already profited by charging 
billions of dollars in fees stolen from the borrowers and, to a lesser extent, the investors (i.e. 
pension funds, insurance funds and others). The investors purchased loan securitizations 
believing they would get returns much greater than the conventional returns. If they had 
actually read the prospectuses and documents they would not have purchased these loans 
since it was clear that they are not affordable and this crisis was just a matter of time. The 
silent players who facilitated this scheme are the regulators. They were not just asleep at the 
switch, but refused to exercise their authority in limiting the inevitable subprime lending crisis. 
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The scheme was structured as follows: Financial players are always looking to create new 
products. Around five years ago, subprime mortgages packaged as secured debt obligations 
dramatically increased. They were based on what world-wide investors considered the safest 
investment: American Real Estate. These subprime mortgage products were designed to, in 
theory, yield significantly higher returns than other investments with virtually no risk. 

The demand was tremendous - far beyond expectations. Investors from around the world 
were demanding more and more of this product. The initial product was not enough to satisfy 
the demand. The next version was an adjustable rate mortgage resetting at higher rates, but 
this still could not produce enough product. Next came the negative amortization product 
through option ARMs where borrowers increase their mortgage debt over time. Even this 
could not satisfy the world-wide demand. The last version was the no verification document or 
“liar loan.” These loans were so outrageous and unrealistic that they began defaulting almost 
immediately. Thus in February 2007, the investor community and public got the first indication 
of the beginning of this crisis. 

The marketing of these defective products was also insidious. To generate the huge numbers 
of borrowers, people with an intense desire or need for homeownership were targeted and 
exploited. They were often low and moderate income or minority borrowers. To target these 
borrowers they created a financial structure that encouraged mortgage brokers to exploit their 
own communities. Mortgage brokers were paid primarily through back-end points or yield- 
spread premiums (YSP). Brokers knew what the best rate would be for the borrower - par rate 
(i.e market rate). But in order to get any significant compensation they needed to convince the 
borrower (i.e. lie) that the lowest rate the borrower could get was actually much higher then the 
available rate. The higher the rate the more the YSP and income. 

Not only were the interest rates unaffordable, but the overall mortgage amount was also 
unaffordable. Borrowers were encouraged to borrow more than they wanted and more than 
they could afford. While in the past community banks limited the amount borrowed to what 
could realistically be paid, the new players made more money the greater the loan amount. 
Since the brokers, lenders and investment bankers made a percent of the loan amount and 
investors just wanted more product, they were throwing huge amounts of money at borrowers. 
Who can blame the borrowers when the most “reputable" and powerful financial institutions 
were encouraging them to borrow more and more. To keep borrowers from refinancing into a 
more affordable loans and to pay back the YSP paid to the brokers, lenders implemented 
steep pre-payment penalties. To keep investor’s appetite ravenous for more product, there 
was an affordability or teaser period of two to three years. Thus, they created the illusion that 
these securitized debt obligations were and would continue to perform. In fact borrowers were 
making their payments at these affordable rates, but would be unable to at interest rates 
greater than 10%. Who can afford double digit interest rates over the long-term? 

RESPONSIBILITY FOR SUBPRIME CRISIS 

Some in Congress and the Administration are apologists for the lending industry, portraying 
this crisis as one created by “risky borrowers” taking advantage of generous lenders. Nothing 
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could be further from the truth. These hard-working Americans did not design these “exotic” 
products and package them for world-wide investments. Blaming borrowers would be the 
same as if car a maker designs and sells cars which suddenly go into over-drive causing a 
huge number of fatal accidents, and rather than having a massive industry recall to fix the 
defective car, we penalize the car owners as negligent drivers. 

This subprime crisis is not about “risky borrowers.” It is about risky and greedy lending. These 
“exotic” products are unique in their type and magnitude. The vast majority are adjustable rate 
mortgages (ARMs), but these ARMs are not like the adjustable rate mortgages we used to 
know, for they do not decrease if the prime rate or other indexes go down. These are 
Strangulation ARMs that are structured to always increase resulting in foreclosure or financial 
ruin for the majority of borrowers. They are initially affordable but dramatically increase over 
three to four years to more than 10% even if the lending indexes decrease. There was no 
perceived subprime crisis prior to 2007 when the initial payments were affordable. 

Homeowners could afford the rates they were charged initially at 6, 7, or 8 percent. But 
double-digit interest rates over the long-term will transform anyone into an at-risk borrower. 

The borrowers became “risky borrowers" due to the greed of the brokers, lenders, investment 
bankers and investors. This is not about risky borrowers this is about risky loans. This is not 
about subprime borrowers but about subprime lenders. This is not about irresponsible 
borrowers it is about irresponsible lending. This is about greed. 

To protect their investments the brokers, lenders and rating agencies employed their full 
arsenal to prevent state legislatures from enacting consumer protection legislation and 
reforms. January 16, 2003 was a significant day in their campaign. On this day, Standard 
and Poor’s stated that they would not rate any loans originated or serviced in Georgia as a 
result of the consumer safeguards the Georgia legislature had enacted the previous year. 
Particularly egregious from S&P’s perspective was the requirement that investors would be 
responsible for violations in the origination of the loan. Moodys and Fitch soon followed, which 
provided the justification to gut the law in the subsequent legislative session. 

COUNTRYWIDE: 

These loans - trillion of dollars worth - have generated huge profits for the brokers who 
originated the loans, the lenders who purchased them, the rating agencies that evaluated 
them, and the investment bankers who packaged and sold them to investors. The New York 
Times investigative articles on Countrywide, the country’s largest mortgage company, detailed 
how they structured employee incentives that exploited borrowers by imposing large costs on 
the borrowers, and pushed many into unaffordable mortgages. Additionally, the billions of 
dollars in bonuses paid out last year by the investment bankers reflect the profitability of the 
subprime lending market. 

Countrywide has become the prime example for both predatory lending and predatory 
servicing. This is emblematic of the magnitude of the crisis given that they are the country’s 
largest lender. Their size has allowed them to attracted billions of dollars in loans and 
investments to try to stay afloat. Now Countrywide is feeling the effects of financial stress. It is 
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ironic that Angelo Mozilo, Countrywide CEO, who must now borrow on subprime terms on the 
commercial market can barely survive, while he expects hundreds of thousands of hard 
working borrowers with unaffordable sub-prime loans to survive on such terms. In fact, it is our 
understanding, Treasury Secretary Paulson asked Bank of America’s CEO, Ken Lewis to 
purchase Countrywide this past August. That would be equivalent to Countrywide’s loss 
mitigation strategy of selling someone’s home at a loss to prevent foreclosure or in 
Countrywide’s circumstances - Bankruptcy. 

It is unconscionable to consider any form of bailout of Countrywide or even provide them with 
additional credit without requiring dramatic policy changes and restructuring of the loans they 
have made and service to the many hardworking homeowners that currently are being 
squeezed by their Strangulation ARMS and other predatory products. Even in light in the 
current crisis when the borrowers seek assistance all Countrywide does is request more 
money. Thus people deplete their 401 ks, and borrow from friends and family to give 
Countrywide more money on a mortgage that will never be affordable. Their greed shows no 
limits. 

SUBPRIME CRISIS SOLUTION 

These defective products, like in the car recall analogy, require the recall-restructuring of loans 
on a massive scale. Developing a borrower focused solution based on what the borrower can 
afford is the only viable remedy. This requires lenders who service the loans to reduce the 
interest rate and/or reduce the outstanding mortgage balance to what the homeowner can 
afford. This can accurately be determined by documenting the homeowner’s net income, 
required debt payments, necessary expenses with the remaining amount available for the 
mortgage payment. 

Even though this is the best solution, lenders refuse to restructure loans, and in order to 
prevent foreclosures demand more money while maintaining the unaffordable mortgage. In 
light of this continued exploitation, the regulators must exercise their power to require lenders 
to restructure their loans. This remedy addresses the interests of all parties involved: the 
investor can obtain a reasonable return, homeowners can keep their homes, and the local tax 
base can be maintained. 

SUBPRIME CRISIS GOVERNMENT AND GSE PROPOSALS 

The plans put forth by the Administration and Congress will have no significant impact on this 
crisis. The President’s plan focuses on the Federal Housing Administration (“FHA”). The 
number of loans they will be able to do will be a small percentage of the need. In addition, the 
numbers will dwindle as home values continue to decline and borrower's credit become worse. 
The initiatives to expand the authority of Fannie Mae and Freddie Mac will have even less of 
an impact on this crisis. The increase in their portfolio limits and conforming loan limits have 
the primary impact of increasing their profits and returns for their shareholders. Before any 
consideration of benefiting their bottom lines the following needs to occur: 
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1 . Disclosure: 

a. Amount of subprime loans they have in their portfolio and what they have 
securitized. 

b. The performance of their subprime loans. 

c. Results of their workout solutions. 

2. Prohibitions on purchasing loans with the following: 

a. Pre-payment penalties. 

b. Back-end points or yield spread premiums. 

c. Loans that do not provide a net tangible benefit to the borrower. 

d. Loans that are not qualified at fully-indexed rates. 


3. Create a refinance Product with the following criteria: 

a. Conventional interest rate 

b. Two late payments over past 12 months 

c. Can have up to a 90 day late 

4. Loss Mitigation Standard for subprime loans: 

a. Stop all resets. 

b. Restructure loans to what the homeowners can afford based on a debt to income 
formula or budget. 

c. Eliminate all pre-payment penalties. 

5. Setting a National Standard for Mortgage lending 

Fannie and Freddie are now in a position to set a national standard on how lending 
needs to be done nationwide. Lenders do not have the alternative options for selling 
their loans and will adhere to what standard Fannie and Freddie set. Thus all lenders 
who sell their loans to Fannie or Freddie must establish and adhere to a policy for their 
business that is the loss mitigation standard stated above. 

Congress should not expand Fannie Mae and Freddie Mac’s lending authority until they 
commit to require lenders who place loans with them to also restructure loans and eliminate 
their predatory practices. Also, any expanded authority for the GSE’s should prevent them 
from engaging in subprime lending. The GSE’s need to keep to their primary mission of 
expanding homeownership for low and moderate income people on affordable terms. This 
means addressing the needs of subprime borrowers by providing loans at the conventional 
rate. There should be no economic incentive to push borrowers into the “more profitable" 
subprime loans. In fact, the notion that higher rates compensate for increased credit risk has 
not materialized. High rates for subprime borrowers have become a self-full-filling prophesy 
with greater defaults. 

The argument that these are contractual obligations that must be met highlights the 
fundamental decision that politicians and decision-makers need to make. Do they represent 
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the lenders and investors who created this crisis or the homeowners who are at risk of 
foreclosure? The reality is that if these loans are not restructured the investors will have a 
virtually worthless investment. Restructuring makes sense for all the parties. 

The difficulty has been on who has the authority to force the restructuring. These securitized 
debt obligations were structured to operate on automatic pilot. Thus there is no apparent 
manual override to restructure the loans so that the borrower can keep their home and the 
investor can obtain a reasonable return. The lenders who service these loans can restructure 
them if they are at risk of default, but few servicers are doing so. They persist in continuing 
their predatory practices by demanding money from borrowers to prevent foreclosures on 
loans that are not affordable. Thus predatory servicers are in fact stealing the future from 
borrowers who are using their retirement savings and borrowing from family and friends to 
keep their home. Fannie Mae and Freddie Mac can and must be part of the solution. 

The regulators have a responsibility to insure safety and soundness. If immediate action is 
not taken and millions of homeowners will lose their homes, communities will be devastated, 
tens of millions of other homeowners will not be able to sell or refinance due to significantly 
reduced property values, and the safety and soundness of our financial institutions will be 
impacted. In addition, allowing these foreclosures to go fonward will have a devastating 
impact on the tax base of communities throughout the country affecting the many services 
funded through property taxes. The Office of Thrift Supervision (OTS), Office of the 
Comptroller of the Currency (OCC), Federal Reserve and the Federal Deposit Insurance 
Corporation (FDIC) need to make sure that all of the financial institutions they regulate adhere 
to the above Loss Mit policy and Limitations for subprime loans. 

NACA has begun this process by bringing to Countrywide’s regulator, the Office of Thrift 
Supervision (OTS), Countrywide borrowers who need their loans restructured. NACA will be 
submitting thousands of more cases to both the OTS and other regulators to force lenders to 
restructure their loans. For non-cooperative lenders the regulators can and must impose 
“Cease and Desist” orders. 

Also the major substantive legislation needed immediately is to allow bankruptcy judges to 
restructure unaffordable loans. It is outrageous that judge’s can modify mortgages on 
investment properties not residential mortgages. 

NACA MODEL- THE RIGHT WAY TO DO “SUBPRIME LENDING” 

NACA has done lending the right way. We lend to what the mortgage industry considers 
“subprime borrowers". We provide prime loans to such borrowers and they become prime 
borrowers. The NACA terms are the best in the industry. We provide one mortgage product 
and we counsel people into this product. The mortgage is: 

• No Downpayment 

• No Closing Costs (paid by the lender) 

• No Fees 

• No Perfect Credit 
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At a below market fixed rate. The current rate is 5.50% 30yr fixed (as of 9/1 8/07). 

While the mortgage market has shutdown in the sub-prime area and many conventional 
lenders have imposed tighter criteria, NACA continues to move forward without changes. We 
have become the standard for how lending should be done. We have over thirty offices 
nationwide and are rapidly expanding. 

NACA has commitments for NACA's mortgage product of $10 Billion from the two largest 
banks in the country - Bank of America and Citigroup. This is for both purchase and 
refinance. NACA has also stepped forth with a One Billion dollar commitment to refinance 
borrowers out of their predatory loans on the best terms available. 

CONCLUSION 

This is a crash, but it is in slow motion. Massive foreclosures DO NOT need to happen. There 
is still time to prevent them. Borrowers are not asking for a handout, all they are asking for is 
to make their mortgages affordable. A fixed rate that provides a reasonable profit for the 
lender and long-term homeownership for the borrowers. 

All politician’s need to take a stand, from the Congress, to the presidential candidates, to the 
city counselor. They must stand with the homeowners to force the restructuring of these loans 
and prevent massive number of foreclosures. NACA is again leading the charge against the 
predatory lenders. We ask that the hundreds of thousands of borrowers and who have an 
unaffordable loan to come fororard. So many people blame themselves; so many people are 
embarrassed; so many people do not believe that they have options. It is not their fault. They 
must come out of the shadows and join the fighti Contact NACA at www.naca.com . There is 
hope. 

Everyone needs to be concerned even if they do not have a subprime or predatory loan. 
Neighborhoods are being devastated and it will only get worse. Politicians and regulators have 
ignored the plight of over two million homeowners who are at risk of foreclosure. The 
restructuring of loans is straightforward, attainable, and can be done at no cost to the taxpayer. 
This puts the responsibility where it rightly belongs - with the lenders and investors who 
created the crisis. As this crisis deepens. Congress and the Administration need to consider 
dramatic legislative and executive action to override any barriers that prevent the restructuring 
of massive numbers of borrowers at risk of foreclosure. 
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Opening Statement as Submitted to the U.S. House Committee on Financial Services 

by 

Daniel H. Mudd 

President and CEO, Fannie Mae 
September 20, 2007 

Chairman Frank, Ranking Member Bachus, members of the Committee, thank you for 
the opportunity to testify today. 

These are tough times for the housing and mortgage markets, for families trying to buy 
homes or struggling to stay in them, and for companies and employees that serve these 
economically important industries. Many investors have fled the mortgage market, 
drying up the flow of financing - the liquidity - for subprime, jumbo and even affordable 
conventional, conforming loans. 

While most of the prime, conventional, conforming market we serve is working and 
remains relatively liquid, borrowers who don’t qualify for or can’t afford a standard long- 
term, fixed-rate prime loan have dwindling options. According to one recent estimate, 
subprime and Alt-A originations will drop fi'om $700 billion in the first half of this year 
to $300 billion in the second half With about $600 billion in subprime loans slated to 
reset by the end of 2008, this precipitous drop in subprime lending means that many 
subprime borrowers who could otherwise refinance into better loans could be out of luck. 
The mortgage markets are not going to be there for these borrowers, unless there is a 
boost of liquidity and long-term mortgage investors regain confidence. 

For the broader housing market, and the economy in general, this lack of liquidity could 
have far-reaching effects. The credit markets tend not to operate in distinct buckets, 
despite labels such as prime, jumbo or Alt-A. History shows that a lack of liquidity in one 
part of the market has a ripple effect on the entire market. Borrowing costs increase for 
everyone. 

Congress chartered Fannie Mae, and I quote fiwm page one of that Charter, to “provide 
stability in the secondary market for residential mortgages”; to “respond appropriately to 
the private capital market”; to “provide ongoing assistance to the secondary market for 
residential mortgages by increasing the liquidity of mortgage investments and improving 
the distribution of investment capital available for residential mortgage financing”; and to 
“promote access to mortgage credit throughout the Nation.” 

We shorthand that to “liquidity, affordability and stability.” That is all we do, and we do 
it only in the U.S. mortgage market. 

As a number of observers have pointed out, the mortgage market operated smoothly 
through financial crunches before, such as in 1 998, and in other times of distress. But not 
so this time. Liquidity is not returning. 
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We think more can be done, and we want to do our part to help provide stability and 
liquidity across the mortgage market. Some steps we’ve taken already include the 
following: 

■ Since the beginning of the year we have helped lenders refinance about $6.5 billion of 
subprime ARMs into prime loans through our HomeStay initiative, helping more than 
33,000 homeowners avoid subprime payment shock. We’ve also significantly 
increased our funding and technical support to qualified counseling agencies that are 
helping struggling homeowners get into the right loan or avoid problems with their 
current loan. We offer our Home Counselor Online service fi'ee to these 
organizations as well as lenders. 

■ We have committed to fund $450 million in mortgage rescue packages fi'om housing 
finance agencies in Ohio, Massachusetts and New York. With more and more lenders 
exiting the subprime business, these packages serve as a vital escape hatch. These 
programs can offer a way of keeping people in their homes with a loan they can 
manage. 

• As you know, many borrowers are already in trouble. Through August, our loan 
servicers have renegotiated loans for more than 27,000 seriously delinquent 
borrowers — more than 750 loan workouts a week — to keep them in their homes. 
These loss mitigation efforts keep about half of our seriously delinquent borrowers 
out of foreclosure. But while we do all we can to prevent the loss of a home, we don't 
always succeed. Should it come to that, we and our servicer partners work with the 
borrower to sell the home to recover some of the value, or at least avoid having a 
foreclosure on record. 

■ For the secondary market we serve, our mortgage-backed security business is 
currently operating at record volumes as demand for conforming product increases. 
Holdings by other investors of our mortgage-backed securities have grown $170 
billion so far this year. But packaging loans into securities isn’t a cure for all parts of 
the conforming market and it can’t address all the liquidity needs. So, where 
possible, under the limits of our portfolio ceiling, we have sought to fund affordable 
multifamily housing mortgages and affordable single-family loans in instances where 
other buyers have exited the market. 

We think the President’s foreclosure prevention initiative is an important step, and we 
look forward to working with the Administration to make it successful by continuing to 
work with our lending partners and our loan servicers to identify potentially troubled 
borrowers and avert defaults. 

But as I said, we’d like to do more to fulfill our mission to provide liquidity, stability and 
affordability. One of our primary tools, since our creation in 1938, has been buying and 
holding mortgages and mortgage-backed securities in our portfolio. However, as you 
know, our portfolio has been capped since May of 2006 under a consent agreement with 
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our regulator, OFHEO, while we fixed our accounting and internal control weaknesses 
and caught up on our financial reports with the SEC. 

OFHEO’s decision yesterday to change the formula for the portfolio cap is directionally 
helpful because it provides us some limited flexibility. However, given the extent of the 
disruption, the market needs a broader, more comprehensive approach so that we can 
more fully address the ongoing turmoil and bring liquidity to the mortgage market. 

We believe having the flexibility to increase our portfolio by at least 10 percent would 
make a meaningful difference. For instance, it would allow us to be a more active long- 
term investor in subprime refinance loans, affordable multifamily loans and other critical 
sectors of the mortgage market where investment capital has dried up. 

We are fast closing in on the time when the terms of the OFFIEO consent agreement will 
be satisfied. The fact is we have made enormous progress, and we have put in place 
procedures designed to ensure continued compliance with the requirements of the 
agreement. We have issued audited financials up through 2006. We have vastly reduced 
our material control weaknesses. A key item is to get caught up on our SEC filings, and 
we are close to doing that. Our 2006 lOK report is filed, and we expect to file our 2007 
quarterly SEC reports by year-end. At that time, we would anticipate the cap being 
removed, thus allowing us full flexibility to respond to the needs of the market and fulfill 
our mission. 

Our mortgage portfolio provides liquidity by raising capital from investors, and then 
using the money to buy residential mortgages from lenders. We earn an investment 
return from holding the loans. By providing a stable, long-term home for mortgage 
assets, we free up lenders to make more loans. This increases the availability and lowers 
the costs of mortgages. Yes, we’re only one of many investors in the market competing 
to buy mortgages. But when others pull out, the funds effectively dry up and it becomes 
more difficult and more costly for lenders to make loans. When that happens, our 
mandate is to step in, keep liquidity flowing and the market stable. 

We have done so many times in the past, including the recent past. During the liquidity 
crisis in 1998, our portfolio grew by about $100 billion, or more than 30 percent, to 
provide secondary market support when others withdrew it. Our portfolio has had 
periods of expansion and contraction in response to market demands. For instance, our 
portfolio reached an all-time high of $9 1 7 billion in September 2003, another year when 
liquidity tightened. In 2005, demand for mortgage assets from other mortgage investors 
increased substantially. The market had plenty of liquidity. Our portfolio declined. 

I am confident we could provide more liquidity help to the home finance market today 
without taking risks we are not capable of managing. Our purchases would comply with 
all relevant regulatory guidance, and be consistent with the internal controls framework 
we have established with OFHEO. We are not the only answer to the liquidity crunch, 
but we can play a part in a measured, safe and sound way. 
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Some have suggested an increase in the GSE conforming loan limit above the current 
$417,000 to address liquidity issues beyond the conforming market. We leave it to 
Congress to determine our proper loan limit, but I want to be clear - we would support 
such an increase, and we would be prepared to act. 

Looking ahead, I am confident we can get through this critical chapter for housing, and I 
believe the best years for housing are still ahead. The mortgage market is returning to its 
senses, with products, prices, underwriting and investing that serve homebuyers for the 
long run. 

To be sure, while I have spoken mostly about Fannie Mae and the role we should play, I 
want to emphasize that there are important roles for many institutions in this crisis. 
Turning to the industry broadly, a number of steps can be taken now to improve the long- 
term health of the home finance system. The bad actors — individuals and institutions 
that have broken rules or violated the consumer’s trust — should be prosecuted. More 
sources of liquidity should be tapped. Transparency and clear disclosures can be put into 
place for both consumers and investors. On that note, the Mortgage Bankers 
Association’s “Project Clarity” is a laudable effort. And a return to credit fundamentals 
seems to be underway. My fear is that amidst all the change, reform and improvement, 
we will lose sight of what brought us so far — a commitment to decent, affordable 
housing for all Americans. 

The need for safe, affordable mortgage lending will only grow with this growing nation. 
Affordable housing is beyond the reach of two-thirds of the low- to moderate-income 
families in America, and the difference between what families can afford and what a 
home costs is growing, not shrinking. Our affordable products for lower-income and 
credit-blemished borrowers help bridge this gap, offering fixed-rate loans on manageable 
terms. We’ve already helped our lender customers make almost $53 billion of such loans 
so far this year. 

Affordable lending will drive the growth of homeownership in this country, if we can 
minimize the long-term impact of the current crisis. The turbulence in subprime should 
not derail the effort to provide flexible, affordable and sustainable mortgages, now or in 
the years ahead. The need is great, and through this period and in the years ahead, Fannie 
Mae is committed to doing our part. 

Thank you. 
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Washington- Chairman Frank, Ranking Member Bachus, Members of the Committee, good morning. I 
very much appreciate the opportunity to appear before you today to present the Treasury Department's 
perspective on tlie recent events in the credit and mortgage markets and their impact upon consumers 
and tlie economy. I am also pleased to be here today with my Cabinet colleague, Secretary Jackson, and 
with my fellow President’s Working Group Member, Chairman Beraanke. 


Credit Markets and the Overall Economy 

Recently, there has been an adjustment taking place in the overall credit market and the mortgage 
market in paiticular. The current market turbulence stems from financial practices, hut unlike many 
previous episodes of market volatility, takes place against a backdrop of a healthy U.S. economy and 
.strong global growth. In the United States, the unemployment rate is at 4.6 percent, close to its lowest 
reading in 6 years. Growth in real gross domestic product w'as 4.0 percent at an annual rate in the 
second quarter, supported by strong gains in business investment and exports. Core inflation is uitder 
control. Since Augusit 2003, 8.2 million jobs have been created and over the past 12 month.s, 1.6 million 
jobs have been created. Real wages have increased 2.2 percent over the past 12 months. In tlie coiporate 
sector, earnings continue to outperform expectations and default rates on corporate credits of all kinds 
are at historically low levels. The Federal government’s fiscal deficit is declining and w-'oll below long- 
term averages as a share of the economy, reflecting strong revenue growth and the continued .strength of 
the U.S. economy. 

The global economy also remains strong, with annua! growth at around 5 percent and with many 
emerging market economies growing even more rapidly than the global average. The advanced 
economies also continue to perform well, with unemployment down sharply in Europe, helping to make 
growth of llie last several years the strongest since the early 1970s. 

Credit markets play a vitally important role in the efficient operation of our economy by intermediating 
fiinds between investors and borrowers. Credit market participants are constantly evaluating their views 
on risk and their appetite for ri.sk:. Larger fondamental reappraisals in the pricing and appetite of risk 
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have taken place numerous times over our nation’s history, which is fundamentally the way that markets 
work. We are in the process of another such reappraisal period today. 

As has been well documented, the current credit market reappraisal started in the subprime mortgage 
market. The performance of subprime mortgages deteriorated, as a result of higher than expected 
delinquencies and defaults. This introduced greater uncertainty regarding both the future prospects of 
subprime mortgage-backed securities and the methodologies the credit rating agencies used to rate these 
securities. These factors led investors fundamentally to reassess the risk of these securities and 
subsequently to reassess price. Compounding the challenge was the increased complexity and opacity 
of many of the mortgage backed securities investment strategies and instruments. The combination of 
uncertainty and complexity resulted in few investors willing to put capital at risk. 

Given the interconnectedness of the various components of our capital markets, these concerns over 
subprime mortgages and related securities had an impact on investors’ confidence and assumptions 
about the credit quality and value of other assets. Consistent with expectations, we have witnessed a 
reassessment of risk, and hence a subsequent revaluation across capital markets globally. Certain asset 
classes were able to reassess fairly quickly and investors have greater confidence in their fundamental 
assessments. In such markets, liquidity has returned and markets are operating in a more customary 
fashion. Good examples of these would include most world equity markets, sovereign debt markets, and 
even investment grade corporate debt. Alternatively, certain markets are still operating under stress with 
impaired liquidity. These would include the jumbo mortgage market, the leveraged loan market, and the 
asset backed commercial paper market. 

Given the importance of credit markets to the functioning of our economy, when we experience a 
fundamental reappraisal like we have over the last several weeks, it is essential that policymakers 
evaluate the potential impact on the economy. Chairman Bemanke can provide additional details, but 
the Federal Reserve undertook several measures - providing additional reserves through open market 
operations, lowering the discount rate, and changing practices associated with discount rate borrowing - 
to increase liquidity and promote the orderly functioning of financial markets. Additionally, this week, 
the Federal Reserve lowered its target for the federal funds rate by 50 basis points and approved another 
50-basis-point decrease in the discount rate. The Federal Reserve’s actions have helped to stabilize 
financial markets. 

At the Treasury Department, we have been closely analyzing the global capital markets on a daily basis. 
As Chair of the President’s Working Group (PWG) on Financial Markets, I have been in regular contact 
with members of the of the PWG, which includes Federal Reserve Chairman Bemanke, Securities and 
Exchange Commission Chairman Cox, and Commodity Futures Trading Commission Acting Chairman 
Lukken. I also have been in frequent contact with other Federal regulators, including the heads of the 
OCC, OTS, FDIC, and the Federal Reserve Bank of New York. These contacts complement 
information gathered from market participants, finance ministers, and other participants in the global 
marketplace. I have been keeping the President apprised as well. Enhanced communication is vitally 
important for understanding how markets are operating, where disruptions are occurring, and evaluating 
what actions, if any, should be considered. 

As I have said before, the recent reappraisal of risk could result in some modest penalty to economic 
growth. However, as I noted at the outset, the economy was in strong condition going into the recent 
period of volatility, and while certain sectors like housing are undergoing a transition, overall economic 
fundamentals remain solid. It will take time for the current reappraisal to work itself out, but in my view 
the underlying strength of the economy should allow for continued growth. 


Challenges in the Mortgage Market and the Administration’s Plan 
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While the current reappraisal of risk in the credit markets will work itself out over time, the transition 
taking place in the mortgage market is causing difficulties for many borrowers and we are quite focused 
on this issue. This will be especially so for borrowers who took out subprime adjustable rate mortgages 
in recent years. 

We should not lose sight of the fact that the subprime mortgage market improved access to credit and 
homeownership for millions of Americans. Starting in the early 1990s, consumers with less-than- 
perfect credit histories were able to gain easier access to mortgage credit at interest rates above prime 
borrower rates. Individuals and families could use this new source of credit to tap previously illiquid 
home equity wealth through refinancing or to purchase homes. Subprime mortgage origination volume 
increased from less than 5 percent, or $35 billion, of total mortgage origination volume in 1994 to nearly 
20 percent or $625 billion, in 2005. During this time period homeownership rates also increased, 
growing from 64 percent in 1994 to 69 percent today, some of which was due to expanded opportunities 
in the subprime mortgage market. 

The growth in the subprime mortgage market (and the mortgage market generally) was facilitated to a 
large degree by securitization, a process by which individual loans are transformed into securities. In a 
typical private label mortgage securitization, the mortgage originator transfers loans to a securitization 
sponsor, who pools together mortgages into mortgage-backed securities, and sells pieces, or tranches, of 
these securities to investors. In this way, the securitization process allows for the creation of securities 
that better match investor preferences for particular types of risk, which broadens the availability of 
capital. The benefits of such development are ( 1) increased capital for mortgages resulting in more 
products and lower costs, and (2) greater dispersion of investor risk. While these are net benefits, 
securitization also has introduced some challenges which are described later and are the focus of 
additional work for the PWG. 

Further expanding the potential investor base was the development of another structured product, the 
collateralized debt obligation (CDO), which purchases asset-backed instruments, such as mortgage- 
backed securities. Mortgage-backed CDOs, nearly 40 percent of the entire $500 billion CDO market in 
2006, have been one of the major purchasers of mortgage-backed securities, in particular the lower-rated 
tranches. For both individual mortgage-backed securities and CDOs, the credit rating agencies work 
closely with the sponsor to rate the credit risk of various pieces of the transaction, 

A key challenge in the current subprime mortgage market (and to a lesser extent in the prime market) is 
the significant amount of hybrid adjustable rate mortgages that will be resetting in the next few years. 
Hybrid adjustable rate mortgages have a fixed rate of interest, often free of amortization payments, for 
an initial period, resetting at an adjustable rate for the remaining term of the loan. The most popular 
hybrid adjustable rate mortgage was the 2/28 - a fixed rate for two years, then an adjustable rate for the 
remaining 28 years of the mortgage. The fixed rate of interest in the first two-year period was typically 
lower than the initial adjustable rate in the reset period, and it often had an even lower teaser rate at the 
outset. 

Hybrid adjustable rate mortgages can be a useful product, and, in the past, rising house prices often 
enabled borrowers with hybrid adjustable rate mortgages to refinance on more attractive terms prior to 
the first reset. However, the recent trend of a decline in house price appreciation (or depreciation in 
home values) has made refinancing more difficult. Other problems in the subprime market (and in some 
cases in the prime market) include lax underwriting standards, especially in 2005 and 2006, which have 
led to a significant amount of early defaults. Finally, while this is not a new issue, mortgage fraud 
continues to be a problem and may have increased with growth in the subprime market over the past few 
years. Some of the most egregious individual stories in the subprime mortgage market involve some 
type of fraudulent activity that is already illegal. A combination of these factors has led to a significant 
spike in mortgage delinquencies and foreclosure starts. Much of the increase is concentrated in 
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subprime adjustable rate products, and it is also concentrated in areas of the country that are 
experiencing some degree of economic difficulty or a decline in housing prices. 

To address the current situation, President Bush recently minounced an aggressive plan to help as many 
homeowners as possible stay in their homes and to improve our mortgage finance system for the future - 
the HomeOwner Protection Effort (HOPE). As part of HOPE, the Treasury Department has, in 
coordination with the Department of Housing and Urban Development (HUD), started working on a 
new foreclosure prevention initiative to help struggling borrowers. The goal is to expand mortgage 
financing options and to identify and reach struggling homeowners before they face hardships, helping 
them understand their financing options, and helping them to find a mortgage product that keeps them in 
their home. Community organizations, mortgage servicers, and mortgage finance entities all play key 
roles in helping borrowers avoid foreclosure. Community organizations, such as mortgage counselors, 
work with struggling borrowers to help them identify all the options available to them. Mortgage 
servicers are often the first contact with borrowers and they have tools available to help borrowers who 
are in trouble. And mortgage finance entities, whether it is the Federal Housing Administration (FHA), 
government sponsored enterprises (GSEs) such as Fannie Mae and Freddie Mac, or insured depository 
institutions, all develop mortgage products that borrowers can use to refinance existing obligations. I 
and other Treasury officials have held important and useful meetings with these organizations to 
understand the challenges borrowers face and to explore ways to help them. We will continue to do so 
in an effort to minimize foreclosures. 

We are working very hard to try to help as many Americans as possible keep their homes. We have 
learned several things already, two of which I would like to take an opportunity to share today. 

First, it is clear to everyone that the earlier we identify struggling borrowers, the more likely they will be 
able to modify their mortgage or refinance into a more affordable mortgage. If we wait until borrowers 
miss several payments, their credit profiles will be tarnished and they will have far fewer refinancing 
options. 

Second, many borrowers mistakenly believe that their lender wants to repossess their house in 
foreclosure. Foreclosure is tough on families, bad for communities, and very costly for lenders. The 
vast majority of lenders would rather find a way to help the homeowner stay in their home than 
foreclose. Yet according to most of the servicers and counselors we have spoken to, 50 percent of those 
who lose their home to foreclosure never contacted their mortgage servicer or a mortgage counselor for 
help. Often times borrowers are fearful of foreclosure and not aware that their lender may be able to 
work out a solution - such as a lowered interest rate or a payment plan. Clearly, we need a concerted 
effort to reach those who might have trouble meeting their payments and urge them to look for help 
before they get behind on their payments. There is a public service announcement running now, 
encouraging homeowners to call for help. I went to Chicago last week and held an event to publicize the 
availability of homeownership counseling. I plan to do more to urge people to be proactive, and I urge 
all of you to hold events in your districts, highlighting the availability and importance of mortgage 
counseling. 

In addition, as part of HOPE, the Treasury Department has been working closely with Congress to 
change temporarily a provision of the federal tax code that currently considers cancelled mortgage debt 
on a primary residence as taxable income. Today, if borrowers are able to secure a loan modification or 
refinancing that involves a write down of existing principal, they could be subject to federal income tax 
liability on the value of the write-down. Moving forward, by providing much-needed tax relief to 
homeowners that are faced with this situation, we will remove an obstacle to keeping more borrowers in 
their homes. As President Bush has said, “when your home is losing value and your family is under 
financial stress, the last thing you need to do is to be hit with higher taxes.” 
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Finally, the President has asked me to lead efforts of the President’s Working Group on Financial 
Markets in examining some of the broader market issues associated with the challenges in the mortgage 
market, which include: the role of credit rating agencies; and how securitization has changed the 
mortgage industry and related business practices. 

Secretary Jackson can provide additional details on HUD’s efforts related to HOPE including FHA 
modernization legislation, the new FHA-Secure initiative, and reforms to the Real Estate Settlement 
Procedures Act (RESPA). 


Considering Other Issues to Address Mortgage Market Issues 

The Role of Government Sponsored Enterprises Z'GSEs) 

The President directed Secretary Jackson and me to work with all mortgage market participants to see 
what can be done to help struggling homeowners stay in their homes. Given that the GSEs play a 
significant role in the mortgage market, we believe they can be helpful in assisting many homeowners in 
this period. In fact, Fannie Mae and Freddie Mac were created in part to assist in these types of 
situations.^ 

Fannie Mae and Freddie Mac were established in part to help provide a degree of liquidity to the 
secondary market for home mortgages to increase the capital available for home mortgage financing. To 
perform that mission, Congress granted the GSEs benefits and imposed constraints. The benefits 
include exemptions from state and local taxes, conditional lines of credit with the Treasury Department, 
and the ability of banks to make unlimited investments in GSE debt securities. But the most important 
benefit is the market's perception that they are somehow backed by the Federal government, even though 
this is not the case. This benefit, unfortunately referred to as the “implicit” government guarantee, is the 
one that provides the GSEs with a funding advantage over other mortgage market participants. 

The constraints imposed on the GSEs include that they: are limited to operating in the secondary 
mortgage market; can only purchase or guarantee loans below the conforming loan limit set by Congress 
(currently $417,000 or lower); and must have credit enhancements if the loamto-value ratio exceeds 80 
percent. In addition, they are also subject to safety and soundness oversight, and they must meet 
affordable housing goals. 

Fannie Mae and Freddie Mac operate in the secondary mortgage market by providing credit guarantees 
on mortgage-backed securities (MBS) or by directly investing in mortgages and mortgage-related 
securities through their retained mortgage portfolios. In the credit guarantee business, Fannie Mae and 
Freddie Mac generally enter into to swap agreements with mortgage lenders under which individual 
mortgages are transformed into MBS guaranteed by the GSEs. Fannie Mae and Freddie Mac also have 
the ability to purchase mortgages and package them into MBS. In the mortgage investment business, 
Fannie Mae and Freddie Mac issue debt securities to fund an investment portfolio of mortgage-related 
securities. In comparison to the credit guarantee business where credit risk is the main exposure, the 
mortgage investment business involves both credit and interest rate risk. The mortgage investment 
businesses of Fannie Mae and Freddie Mac presents the greatest potential risks, while at the same time 
having a much less clear connection to their housing mission than the credit guarantee business. 

The GSEs are an unusual construct - they are government-sponsored with a public service mission, but 
they are also publicly held companies that have to answer to boards of directors and shareholders. If we 


' The Federal Home Loan Banks (FHLBanks) have also played an important role by providing a source of liquidity to 
FHLBank members (primarily insured depository institutions). As of August 3 1, 2007, advances (collateralized loems to 
members) outstanding for the FHLBanks on a combined basis were $769 billion, up by $110 billion from July 31, 2007 
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knew then what we know now, we likely would not have designed entities like the GSEs that have 
private ownership but are required to undertake a public mission. These competing interests are too 
difficult to manage, and the potential long-term market distortions and public policy concerns are too 
significant. The tension bom by this construct is highlighted in the current .situation in the subprime 
mortgage market. On the one hand, assisting subprime borrowers is at the heart of their affordable 
housing mission. On the other hand, these mortgages do pose greater risks, which if not managed 
correctly could lead to less return for shareholders. 

We all understand that the GSEs have had some accounting and risk management problems in recent 
years. To some extent these problems are a result of their unusual construct - the private sector goal of 
increasing earnings led to the rapid growth in the GSEs’ retained mortgage portfolios, and contributed to 
a lack of focus on internal controls and risk management. I see no benefit in restating these issues which 
have been well publicized and documented. It is worth noting, however, that the new managements at 
both institutions have improved their operations. Despite these improvements, however, there are still 
legitimate concerns about the systemic risk posed by the GSEs’ retained portfolios due to their large size 
and the lack of ordinary and effective market discipline. 

Turning to current market conditions, the conforming loan market, which is the segment of the mortgage 
market in which the GESs primarily operate, has continued to function well during periods of market 
stress. This should not be a surprise. Investors do not take on the credit risk of the underlying 
mortgages when they purchase GSE-guaranteed mortgage backed securities. In contrast, in the non- 
GSE mortgage market, the securitizing, packaging, and trading of credit risk have created an increased 
amount of complexity. As we have seen, market participants are growing more cautious and 
deliberative in evaluating credit risk in non-GSE securitized instruments. 

We are starting to see encouraging signs that other markets, such as the jumbo mortgage market (loans 
greater than $417,000), are loosening up but these markets are not functioning as normal. While some 
financial institutions are more willing to take these loans onto their balance sheets than they were weeks 
ago, others are in a sense compelled to do so because the demand for jumbo and other non-conforming 
mortgage backed securities (and other asset backed securities) has broken down and liquidity concerns 
remain. Over time, we expect market conditions to improve. In other areas, such as subprime, this 
process will take even longer. Market liquidity will adjust as investors reassess risks and return, relative 
to the underlying fundamentals. But all of this will take time as markets digest new information. 

As we work to alleviate stress in these markets, we naturally must ask what the GSEs can do toward that 
end. And to the extent we see room for them to do more, any consideration of a change in policy must 
find a balance between competing and distinct concerns, including: the temporary needs of today’s 
market; the legitimate public policy question of how much of the mortgage market should be directly or 
indirectly influenced by GSEs, which the market perceives as being backed by the federal government; 
and the issues of size, systemic risk and longer-term market distortions that will occur by inserting 
perceived government intervention. 

And, just as important, how will we change market participants’ expectations and behavior if they 
assume, rightly or wrongly, that there is a risk that their own market functions would be displaced by the 
GSEs at any point in time? The existence of government influence certainly helps when confidence in 
credit quality is causing marketplace stress. However, this “benefit” is not without cost in the form of a 
reduction in market discipline and competition, innovation, and efficiency. 

Some have suggested that the GSEs should be permitted to inject some liquidity into the jumbo 
mortgage market. There is little question that allowing the GSEs to securitize jumbo mortgages would 
give a short term lift which would be helpful to a segment of the housing market that has shown some 
recent improvement but is not functioning as normal. GSE entry into this sector would improve 
liquidity. The jumbo mortgage market traditionally has been a very profitable part of the mortgage 
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market, with low default rates. For that reason it seems logical that this market will right itself in the 
weeks and months ahead. Therefore, consideration of this issue should be limited to a provision that is 
temporary and is part of legislation strengthening the regulatory structure. If it goes beyond that, it 
raises difficult public policy issues and could be seen as detracting from the GSEs' affordable housing 
mission and displacing private sector participation, which the Administration does not support. 

The borrowers who are facing the greatest stress today are those who have less-than-perfect 
credit, and also those who have little equity in their homes, due to a decline in house price appreciation 
or a depreciation in home values. These difficulties are not limited solely to subprime mortgages, but 
are also surfacing among some prime jumbo mortgage holders. Anything the GSEs do to provide 
liquidity in this area, then, would mean taking on more risk. Therefore, such steps, and any additional 
authority permitting such steps, must be contemplated only in conjunction with legislation that addresses 
the inadequate regulatory structure of the GSEs. 

The current GSE regulator has less authority than a federal bank regulator. Many argue that a good 
solution would be for the GSEs to be regulated in a marmer consistent with regulation of large national 
banks. However, in our view, the GSE regulator should have more tools available than does a bank 
regulator to take into account the unique characteristics and tensions of the GSEs. 

This Committee and the House of Representatives worked very hard to pass a meaningful GSE 
regulatory reform bill. In our view, the House bill is not perfect, but it goes a long way in addressing the 
issues that must be considered. The Senate now must act. The case cannot be stronger for the Senate to 
take up GSE reform legislation. 

It would be unreasonable and irresponsible to expand the GSEs' businesses without addressing the 
fundamental problems of their regulatory structure. I would welcome this debate and repeat our request 
for the Congress to send the President a strong GSE reform bill. I frankly am disappointed that we have 
not had further engagement on these important issues. 

Helping Struggling Homeowners 

We also have been discussing with the GSEs how they might play a meaningful role to help struggling 
borrowers keep their homes. Of course, there are a number of constraints on the GSEs ability to help, 
especially where struggling homeowners have little equity in their homes. Many mortgages were 
originated with high loan-to-value ratios, and the declines in house price appreciation (or depreciation in 
home values) have put additional pressure on the current loan-to-value ratios of all types of mortgages. 
The GSE charters require that they have adequate credit enhancement on any loans they securitize or 
purchase that have a high loan-to-value ratio (greater than 80 percent LTVs). Changing this would 
require legislation. Again, I would welcome the debate in Congress about whether the GSEs should 
have the ability to go deeper into the credit spectrum to help current homeowners and to support further 
their affordable housing mission. This debate should be part of the broader regulatory reform discussion 
because allowing the GSEs to take on more risk elevates the importance of having adequate regulatory 
oversight. 

Another, perhaps larger, constraint on their ability to assist borrowers is their own internal underwriting 
standards. Many of these borrowers represent significant credit risk, and present greater risk 
management issues for the GSEs in comparison to the traditional prime market. To undertake more 
business to assist these borrowers, the GSEs would have to reevaluate their own underwriting standards 
and develop new products that can help reach troubled homebuyers. By guaranteeing these types of 
products they would increase the flow of liquidity available to refinance some subprime borrowers into 
mortgages they can afford. We are encouraging the GSEs to do more. However, we recognize that the 
GSE management teams must also answer to their boards of directors and their shareholders in making 
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these business decisions. We would expect the GSEs to evaluate fully the risks associated with any new 
initiatives in that context along with their public purpose mission. 

In financing mortgages for either of these two types of struggling homeowners - those with credit 
problems or those with little equity in their homes - the GSEs would be taking on greater risk. 
Legislation that encourages them to assume more risk must also create an appropriate regulator to 
provide the proper regulatory oversight. We should not create tomorrow’s problem as we construct 
today’s solution. 

Portfolio Caps 

Recently, there have been calls on the Administration and the Office of Federal Housing Enterprise 
Oversight (OFHEO), the GSEs’ independent regulator, from some policymakers and market participants 
to undertake certain actions to expand the market segments in which the GSEs may operate. Most 
prominently, the Administration has been asked to lift the temporary caps on the GSEs’ retained 
portfolios. 

It is important to note that the portfolio caps were imposed by the GSEs’ independent regulator because 
of the well-publicized and documented concerns that I referred to earlier. It is also important to note 
that this regulatory decision does not affect their securitization activities at all. 

I view the GSEs’ requests for an increase in their investment portfolio as legitimate from a business 
perspective, but less so from a public policy perspective. From a business perspective, when mortgage 
spreads widen, growth in the GSEs’ retained mortgage portfolio provides enhanced profit opportunities 
given the GSEs’ debt funding advantage. Thus, the business motivation for this request is clear and 
sound. 

Whether this request will have a positive impact on the mortgage market is much less clear. There is 
already ample liquidity in the prime conforming marketplace, the marketplace in which the GSEs 
concentrate their investment portfolio business. The securitization efforts of Fannie Mae and Freddie 
Mac have been a huge contributor to this liquidity. The more efficient use of their capital to ease current 
market strains is in the guarantee business, where each dollar of capital goes further in adding liquidity. 

Given that the prime conforming market is functioning well, I would largely characterize the portfolio 
cap debate as misplaced. It is easy for some to point to lifting the portfolio caps as a “solution” to a 
complicated problem that, regrettably, needs more time to work out. This portfolio cap issue is 
something that the regulator should look at and continue to evaluate. Just yesterday, OFHEO announced 
steps to adjust Fannie Mae’s investment portfolio cap and to provide more flexibility to both enterprises 
with regard to the management of their investment portfolios. I hope that both GSEs will use this new 
flexibility to provide liquidity to parts of the market experiencing the most strain. 

This matter is not something that requires Congressional action. This is a regulatory decision, and it is 
being addressed where it should be, at OFHEO. Generally speaking, the caps may be lifted, at 
OFEIEO’s discretion, when each GSE becomes up-to-date and current in their filings with the SEC. My 
understanding is that because of the good work of the new management teams, both enterprises likely 
will complete their restatements some time in 2008. Because this regulatory matter does not impose 
negative consequences on the overall economy, I see no reason for legislative intervention. 

At the Treasury Department, we are very open to ways to enable the GSEs to do more to relieve the 
strains in the mortgage markets. Our discussions have been thoughtful and constructive. They 
understand that this is a critical moment for them to demonstrate their ability to make a meaningful 
difference in the affordable housing market. 
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Mortzase Origination Issues 

As noted earlier, securitization has fundamentally altered the process of obtaining a mortgage. 
Securitization has led to innovation in product design and increased capital availability. Of course, the 
decentralized nature of the mortgage market also presents certain challenges as many different 
participants - mortgage brokers, mortgage banks, insured depository institutions, investment banks, and 
ratings agencies - play a role in the mortgage process. 

As we evaluate ways to improve the mortgage process in the future, we must look broadly across all 
participants in the process. While there are many issues that can be considered, I would arrange them in 
three broad segments: (1) disclosure provided to the borrower; (2) market practices; and (3) capital 
markets aspects. A thorough evaluation will require looking at each of the segments. 

Importance of Disclosure 

Adequate disclosures are a key component in fully empowering consumers to shop for the best mortgage 
product and promoting competition among mortgage originators. Our current system provides a 
voluminous amount of disclosure, but still consumers are confused about key aspects of their mortgage 
loans. 

We need to work toward simplified disclosures that provide consumers information about key features 
of their mortgage. The key is not more disclosure, the key is better disclosure and this might be a case 
where less is more. Taking it as a given that many people will not read all (or even most) of the 
disclosure documents, we should try to evaluate what type of information is most critical for a lending 
decision to be consummated. Some of the proposals to create a one-page mortgage disclosure have been 
designed with this goal in mind. 

As we consider new legislative proposals for enhanced or simplified disclosures, we should be fully 
aware of the efforts that are currently underway to improve disclosures. The Federal Reserve is engaged 
in a comprehensive review of the disclosure regime underlying the Truth in Lending Act, with the goal 
of developing disclosures that more effectively help consumers understand their loan terms. Chairman 
Bemanke and I have discussed this issue and I have confidence that he and the Federal Reserve will 
work diligently to achieve this goal. I am sure that Chairman Bernanke can provide additional details on 
the scope of the Federal Reserve’s efforts. 

Similarly, as described in Secretary Jackson’s testimony HUD is engaged in an effort to propose RESPA 
reforms that would promote comparative shopping by consumers for the best loan terms, provide clearer 
disclosures, limit settlement cost increases, and require fee disclosures. 

Simplified and meaningful disclosures should be in everyone’s interest. The question is not whether we 
should strive for this goal, but more so the best way to achieve this goal. 

Market Practices 

Many of the most egregious problems related to mortgage fraud ~ such as falsifying income, inflating 
appraisals, or deceiving customers — are currently illegal under existing statutes. Federal agencies such 
as HUD, the Department of Justice, and the Federal Trade Commission are aggressively pursuing 
perpetrators of mortgage fraud. State authorities have also taken numerous actions. At the most basic 
level, we must ensure that our law enforcement agencies have the resources necess^y to fight mortgage 
fraud at all levels. 
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Another issue that should be considered is inconsistency in the practices of participants in the mortgage 
market. Mortgage brokers have often been singled out as the main problem, and it appears that many of 
the mortgages that are currently under stress were arranged by mortgage brokers. But that is not the 
complete story as in many cases mortgage brokers were arranging loans based on lax underwriting 
standards developed by mortgage originators who could then fund these loans through securitization 
transactions arranged by investment banks. Nonetheless, issues of mortgage fraud, whether committed 
by mortgage brokers or other mortgage originators, have been a long-standing problem, and much of the 
focus has been on entities that are licensed at the state-level, where the degree of regulation varies. 

Unfortunately, this is not a new problem, although the scale of the problem we are facing today is larger. 
It is especially difficult for States to monitor the actions of individuals that move their operations across 
state boundaries. In response to this problem. State regulators have started an effort geared toward 
uniform licensing and education requirements for mortgage brokers. We support this effort, but it 
remains unclear whether State regulators will be able to complete successfully this task on a national 
basis. Additional efforts to encourage the development of a more consistent licensing, education, and 
monitoring system for mortgage originators are worth considering and such a system could help to weed 
out some of the bad actors. 

As we take a closer look at what caused some of the problems in the subprime market we should look at 
all aspects of the transaction. Much of the focus has been on practices of mortgage brokers and 
originators. I have no doubt that some mortgage brokers and originators engaged in deceptive and 
predatory practices in marketing loans to people that they did not understand or have the ability to repay. 
Just as important, and not said as often, I have no doubt that there was an abundance of borrower-level 
fraud as well. Some people chose to inflate their income or mislead a lender into thinking the property 
was to be owner occupied as opposed to being an investment property. Both of these practices have a 
profoundly negative effect on the mortgage market. 

There are legitimate calls for creating a uniform national predatory lending standard. This is a very 
important issue that is quite complex. Great care must be taken when considering a national predatory 
lending standard or banning certain practices so as to not overly constrain credit availability. What 
some people consider a predatory practice or loan could be a useful product for some borrowers as long 
as they fully understand it. Achieving the right balance here is critically important. 

The Federal Reserve is engaged in a comprehensive review of its authority under the Home Ownership 
and Equity Protection Act (HOEPA), including its authority to define broadly unfair and deceptive 
practices that would apply to the entire mortgage industry. I have spoken with Chairman Bemanke and I 
have confidence that he will carefully consider what actions to take in this area. It is clear that the 
Federal Reserve has the ability to reach all mortgage loan originators through a rulemaking under 
HOEPA. This provides the Federal Reserve with the opportunity to inject greater uniformity and 
objective standards into the mortgage origination process. 

Capital Markets Issues 

As I noted earlier, capital markets generally, and mortgage markets more specifically, have changed 
dramatically in the last 25 years. We at the Treasury Department are committed to being a leading force 
in better understanding some of the important issues raised during the recent period of market 
disruption. The PWG has already begun reviewing four important issues. First is financial institutions’ 
liquidity, market and credit risk practices, including treatment of complex credit products and conduits. 
The second is accounting and valuation procedures for financial derivative instruments, particularly for 
complex, narrowly traded products that become difficult to price in times of stress. Third is basic 
supervisory oversight principles for regulated financial entities, especially given exposures to off- 
balance sheet, contingent claims. And fourth is the role of credit rating agencies in evaluating structured 
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finance products. In addition, because these issues have global consequences, we have asked the 
Financial Stability Forum (FSF) - a body of finance ministries, central banks and regulatory bodies from 
leading financial centers created after the Asian financial crisis - to also examine these issues. 

Conclusion 

Mr. Chairman, in conclusion, I want to thank you for holding this hearing. Under the President’s 
leadership, the Administration is working diligently to help mitigate the impact of rising foreclosures on 
homeowners and the economy. I appreciate having the opportunity to present the Treasury Department's 
perspectives on these important issues and look forward to working with this Committee and the 
Congress in the weeks and months ahead. Thank you and I welcome your questions. 


- 30 - 
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Mr. Chairman, Ranking Member Bachus and members of the Committee, thank you for 
the opportunity to be here today. 1 am Alex Pollock, a Resident Fellow at the American 
Enterprise Institute, and these are my personal views. Before joining AEl, I spent 35 
years in banking, including 12 years as President and CEO of the Federal Home Loan 
Bank of Chicago, and am a Past President of the International Union for Housing 
Finance. I have both experienced and studied many credit cycles, of which the housing 
and subprime mortgage boom and bust is the latest example. 

To put the problems in context: The severe mortgage and housing industry problems we 
are experiencing can best be understood as the deflation of a classic asset bubble, the 
asset in this case of course being houses and condominiums. The boom is always marked 
by rapid and unsustainable price increases, inducing and in turn fueled by a credit 
overexpansion; the inevitable bust follows with defaults, losses and a credit contraction. 

Possible political responses to the problems fall into two categories: 

First, in addition to monetary policy, temporary programs to bridge and partially 
offset the impact of the bust, and to reduce the risk of a housing sector debt deflation. I 
will consider some of these, including using the FHA and Fannie Mae and Freddie Mac 
as sources for refinancing subprime mortgages in imminent or actual default. 

Second, long term steps to fundamentally improve the functioning of the mortgage 
market. I will repeat a very simple but powerful proposal: a one-page mortgage 
disclosure which tells borrowers what they really need to know about their mortgage loan 
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in a clear and straightforward way. This will both better equip borrowers to protect 
themselves and make the mortgage market more efficient. 


Subprime Mortgages as a Classic Boom and Bust 

Needless to say, the unsustainable expansion of subprime mortgage credit and the great 
American house price inflation of the new 21 century are both over. Former enthusiasm 
at rising home ownership rates and financial innovation (now a little hard to remember) 
have been replaced by large financial losses, a credit market panic, layoffs, closing dr 
bankruptcy of scores of subprime lenders, accelerating delinquencies and foreclosures, a 
deep recession in the homebuilding industry, tightening or disappearing liquidity, and of 
course, recriminations. 

Typical estimates of the credit losses involved are about $100 billion. This does not 
count losses in market value of mortgage securities or the macroeconomic effects. Rising 
foreclosures are also an obvious social and political issue. 

All these elements display the classic patterns of recurring credit overexpansions and 
their aftermath, as colorfully discussed by students of financial cycles like Charles 
Kindleberger, Walter Bagehot and Hyman Minsky. Such expansions are always based on 
optimism and the euphoric belief in the ever-rising price of some asset class— in this 
case, houses and condominiums. This appears to offer a surefire way for lenders, 
investors, borrowers and speculators to make money, and indeed they do, for a while. As 
long as prices always rise, everyone can be a winner. 

A good example of such thinking was the 2005 book by an expert housing economist 
entitled. Are You Missing the Real Estate Boom? Why the Boom Will Not Bust and Why 
Property Values Will Continue to Climb Through the Rest of the Decade. 

It is important to remember that the boom gets going because people experience financial 
success. Subprime borrowers could get loans to buy houses they would otherwise be 
unable to and then benefit from the subsequent price appreciation. A borrower who took 
out a very risky 100% LTV adjustable rate mortgage with a teaser rate to buy a house 
which subsequently appreciated 30% or 40%, now had substantial equity and a successful 
outcome as a result of taking risk. 

This time, we had several years of remarkably rising house prices — ^the greatest house 
price inflation ever, according to Robert Shiller, who has certainly been insightful in this 
matter. The total value of residential real estate about doubled betw'een 1999 and 2006, 
increasing by $10 trillion. The great price inflation stimulated the lenders, the investors, 
the borrowers and the speculators. If the price of an asset is always rising, the risk of 
loans seems less and less, even as the risk is in fact increasing, and more leverage always 
seems better. 
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Of course, we know what always happens next: the increased risk comes home to roost, 
prices fall, and there is a hangover of defaults, failures, dispossession of unwise or 
unlucky borrowers, revelations of fraud and swindles, and the search for the guilty. You 
would think we would learn, but we don’t. Then come late-cycle political reactions. 

With regard to the last point, since 1970 we have had the Emergency Home Finance Act 
of 1970, the Emergency Housing Act of 1975, the Emergency Housing Assistance Act of 
1983, and the Emergency Housing Assistance Act of 1988. (I do not count the Hurricane 
Katrina Emergency Housing Act of 2005, a special case.) Kindleberger estimated that 
over the centuries, financial crises recur about once a decade on average, and so 
apparently do emergency housing acts. It seems probable to me that, given the current 
problems, this fall will bring an emergency housing act of 2007. 

A year ago, it was common to say that while house prices would periodically fall on a 
regional basis, they could not on a national basis, because that had not happened in the 
large U.S. market since the Great Depression. Well, now house prices are falling on a 
national basis, as measured by the S&P/Case-Shiller national index. 

House sales have dropped steeply, and for-sale inventories of new and existing houses 
and condominiums are high. At the same time, rising mortgage delinquencies and 
defaults, along with the collapse of funding through securitization, have caused lenders to 
drop subprime products or exit the business altogether and generally raise credit 
standards. This has sharply reduced mortgage credit availability and thus housing 
demand. 

With excess supply and falling demand, it is not difficult to arrive at a forecast of further 
drops in house prices. The recent Goldman Sachs housing forecast, pointing out 
“substantial excess supply” and that “credit is being rationed,” projects that average 
house prices will fall 7% a year through 2008. This is along with projected falling home 
sales and housing starts. 

Professor Shiller has suggested that this cycle could see “more than a 15% real drop in 
national home price indicies.” Certainly a return to long term trends in house values 
would imply a significant adjustment. 

The June 30, 2007 National Delinquency Survey of the Mortgage Bankers Association 
reports a total of 1,090,300 seriously delinquent mortgages. Serious delinquency means 
loans 90 days or more past due plus loans in foreclosure. Of the total, 575,200 are 
subprime loans. Thus subprime mortgages, which represent about 14% of mortgage 
loans, are 53% of serious delinquencies. 

The survey reports 618,900 loans in foreclosure, of which 342,500 or 55% are subprime. 

The ratio of subprime loans in foreclosure peaked in 2002 at about 9%, compared to its 
current level of 5.5%. Seriously delinquent subprime loans peaked during 2002 at 
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1 1 .9%, compared to the current 9.3%. These ratios at this point are not as bad as five 
years ago, but they are still rising. 

A systematic regularity of mortgage finance is that adjustable rate loans have higher 
defaults and losses than fixed rate loans within each quality class. 

We may array the June 30, 2007 serious delinquency ratios as follows: 

Prime fixed 0.67% Prime ARMs 2.02% 

FHA fixed 4.76% FHAARMs 6.95% 

Subprime fixed 5.84% Subprime ARMs 12.40% 

The particular problem of subprime ARMs leaps out of the numbers. Also notice that 
FHA and subprime serious delinquency ratios for fixed rate loans are not radically 
different. The FHA is predominately a fixed rate lender, whereas subprime is about 53% 
ARMs. The total range is remarkable: the subprime ARM serious delinquency ratio is 
over 1 8 times that of prime fixed rate loans. 

A central problem is that during the boom the subprime market got very much larger than 
it used to be. In the years of credit overexpansion, it grew to $1.3 trillion in outstanding 
loans, up over 8 times from its $150 billion in 2000. So the financial and political impact 
of the subprime level of delinquency and foreclosure is much greater. 

The scale of the whole market is impressive. American residential mortgage market is the 
biggest credit market in the world, with about $10 trillion in outstanding loans. 
Residential real estate is a huge asset class, with an aggregate value of about $21 trillion, 
and is of course the single largest component of the wealth of most households. A 15% 
average house price decline would mean a more than $3 trillion loss of wealth for U.S. 
households, which would be especially painful for those who are highly leveraged. It 
would certainly put a crimp in getting cash to spend through cash-out refinancing and 
home equity loans. 


Policy Responses 

There are two categories of possible responses: temporary programs to bridge the bust, 
and fundamental, long term improvements. 


1. Temporary Programs 

The Federal Reserve and other central banks have already provided significant amount of 
liquidity support to the panicky international credit markets, which are suffering from not 
knowing who is in trouble from leveraged spieculations in subprime securities and from 
great uncertainty about what such securities are worth. The Fed has lowered its target fed 
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funds rate. Lower short term rates make it cheaper to carry leveraged positions in 
securities miable to be sold at prices acceptable to the seller and help ease the panic. 

In any case, panics are by nature temporary and the liquidity crisis won’t last forever. 
Large losses will be taken, who is broke and who is solvent sorted out, risks reassessed, 
models rewritten, and revised clearing prices discovered. Market actors will get back 
into business trading with and lending to each other again. Liquidity will return for 
markets in prime instruments. An astute long-time observer of finance, Don Shackelford, 
has predicted that “the panic about credit markets will be a memory by Thanksgiving.” 

He may well be right; however, the severe problems with subprime mortgages and 
securities made out of them, related defaults and foreclosures, and falling house prices 
will continue long past then. 

Falling house prices tend to cause higher mortgage defaults, especially if loans were 
made, as they were, with small or no down payments, and especially if a substantial 
proportion of loans were to speculative buyers, as they were. So the U.S. appears to risk 
a process in which defaults on mortgages, and securities made of mortgages, cause 
tightening credit (as well as houses dumped on the market through foreclosure), tight 
credit reduces demand, which induces falling house prices, which cause more defaults, 
more credit tightening, lower house prices.... In other words, there is risk of a self- 
reinforcing downward cycle, or debt deflation, in the housing sector. 

To try to bridge the bust and ameliorate the downward cycle is a reasonable project with 
much historical precedent. History is clear that governments always intervene in some 
fashion. 

But W'hat fashion makes sense? Intervention should be temporary, inhibit as little as 
possible personal choice and the long run innovation and efficiency of the market, and 
should not bail out careless lenders and investors or speculative borrowers. 

To help bridge the bust with an appropriate means of refinancing adjustable rate 
subprime mortgages is a project worth pursuing. A recent survey of mortgage brokers 
found that of home purchase closings they had scheduled for August, 2007, 56% of 
subprime homebuyers had canceled closings. Of subprime borrowers trying to refinance 
adjustable rate mortgages with resetting interest rates, the survey found that 64% of the 
subprime homeowners were unable to do so. 

President Bush, numerous members of Congress, and the FHA itself have suggested 
using the FHA as the means to create a refinancing capability for subprime mortgages. 
This makes sense because the FHA itself is, and has been since its creation in 1934, a 
subprime mortgage lending institution. Of course, they didn’t call it that, but historically 
if you couldn’t qualify for a prime loan, you went to the FHA. 

We noted above that the latest MBA survey shows that serious delinquencies for fixed 
rate FHA and subprime loans are similar. So are total past due loans: 14.54% of 
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subprime loans are past due, as are 12.40% of FHA loans. The differenee is in the 
foreelosure inventory: although both are far over the prime foreelosure ratio of 0.59%, 
the 5.52% for subprime is two and a half times the 2.1 5% for the FHA. The FHA, being 
itself the prineipal credit risk taker, logically has more ability to practice forbearance and 
loss mitigation. 

But witli falling house prices, the amount the FHA could responsibly refinance is liable to 
be less than the outstanding principal owed on the subprime mortgage. Here the owners 
of these mortgages, typically investors in structured MBS issued by a securitization trust, 
need to take a loss for the difference. Investors in such speculative instruments should 
not be bailed out, and the loss in economic value has occurred already: it is a matter of its 
becoming a realized haircut. 

Here we run up against the complications of the laws, regulations and contracts 
governing mortgages in securitized form and the duties of the agents for the investors. 
The mortgage servicers who actually deal with the borrower, but are not themselves the 
owner of the mortgage, have the ability as agent to make loan modifications for loans in 
default or imminent default. But the standard of their fiduciary duty is to maximize the 
returns to the bondholders of the securitized mortgage trust. 

To accept less than full repayment in settlement of a troubled loan from the proceeds of 
an FHA refinancing, the mortgage servicer would have to be quite confident that this was 
a clearly better outcome for the bondholders than proceeding to foreclosure. Fortunately, 
fi'om this particular point of view, foreclosure is an extremely expensive process for the 
investors. 

Thus 1 believe that a special program in which the FHA could refinance 97% of the 
current value of the house, and the investors would accept a loss on any difference 
between that and the principal owed, would be an alternative distinctly preferable to 
foreclosure for the investors, as well as obviously so for the borrowers. This would allow 
the borrowers to go forward with a small positive equity in the property and a loan of 
more appropriate size. That such a program would be accompanied by risk-based FHA 
insurance premiums seems reasonable to me. 

Putting this in the context of the evolution of the mortgage market, the Mortgage Bankers 
Association has reported that subprime mortgages grew from 2.4% to 13.7% of total 
mortgage loans between 2000 and 2006. But the proportion of prime loans also 
increased, from 72.6% to 76.6%. What went down? It was the market share of the 
government’s FHA (and much smaller VA) programs, which fell from 25.2% to only 
9.7%. The eombined share of subprime plus FHA-VA stayed more or less the same, but 
within that, subprime took a lot of market share away from the government alternatives. 

That was during the boom. Now in the bust, the FHA, the creation of the great bust of 
the 1930s, would take that market share back. 


Let me turn to Fannie Mae and Freddie Mac. 
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Two proposals regarding Fannie and Freddie are relevant as temporary bridge programs: 
to increase their conforming loan limits and to relax their mortgage portfolio caps. Both 
of these represent great profit opportunities for Fannie and Freddie, and it is the fiduciary 
duty of their managements to their shareholders to push these ideas as strongly as 
possible, 

I do not favor an increase in the conforming loan limit, because it would principally 
operate to expand the government’s credit into the prime jumbo loan market and, as 
discussed above, 1 believe the markets for prime assets will fairly quickly recover from 
panic on their own. 

Relaxing the portfolio caps is more interesting and capable of being focused on the key 
issue of refinancing subprime ARMs. As odd as it may seem coming from an AEI 
fellow, I do favor granting Fannie and Freddie a special increased mortgage portfolio 
authorization, strictly limited, however, to a segregated portfolio solely devoted to 
refinancing subprime ARMs. Such a special authorization might be for $100 billion 
each, and include the ability to purchase FHA-insured subprime ARM refinancings. 

FHA loans would then have both a Ginnie Mae and a Fannie-Freddie funding channel. 

As a last point, actual purchase of subprime mortgages by a special government fund has 
sometimes been proposed. A very interesting historical example of such a program was 
the Home Owners’ Loan Corporation, created by the Home Owners’ Loan Act of 1933. 
The HOLA bought defaulted mortgages from lenders in exchange for its own bonds, but 
would refinance not more than 80% of what it considered the long term value of the 
property. It ended up purchasing 20% of all the mortgages in the nation, from which we 
can see that our problems, however serious, don’t even begin to approach those of the 
1930s. 


2. A Simple Proposal for Fundamental Improvement of the Mortgage Market 

The mortgage market, like all financial markets, is constantly experimenting with how 
much risk there should be, how risk is distributed, and how it trades off with financial 
success or failure. 

Nothing is more apparent than that we want the long term growth, iimovation and 
economic well being for ordinary people that only market experimentation can create, 
even though this involves boom and bust cycles which can be avoided only in hindsight. 

Should ordinary people be free to take a risk in order to own a home, if they want to? 

Yes , provided they understand what they are getting into. (This is a pretty modest risk, to 
say the least, compared to those our immigrant and pioneer ancestors took!) 
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Should lenders be able to make risky loans to people with poor credit records, if they 
want to? Yes , provided they tell borrowers the truth about what the loan obligation 
involves in a straightforward, clear way. 

A market economy based on voluntary exchange and contracts requires that the parties 
understand the contracts they are entering into. In particular, a good mortgage finance 
system requires that the borrowers understand how the loan will work and how much of 
their income it will demand. 

It is utterly clear than that the current American mortgage system does not achieve this. 
Rather it provides an intimidating experience of being overwhelmed and befuddled by a 
huge stack of documents in confusing language and small type presented to us for 
signature at a mortgage closing. This complexity results from legal and compliance 
requirements; ironically, past regulatory attempts to insure full disclosure have made the 
problem W'orse. This is because they attempt full, rather than relevant, disclosure. 

Trying to describe 100% of the details in legalese and bureaucratese results in essentially 
zero actual information transfer to the borrower. The FTC recently completed a very 
instructive study of standard mortgage loan disclosure documents, concluding that “both 
prime and subprime borrowers failed to understand key loan terms.” 

Among the remarkable specifics, they found that: 

“About a third could not identify the interest rate” 

“Half could not correctly identify the loan amount” 

“Two-thirds did not recognize that they would be charged a prepayment penalty” 
and 


“Nearly nine-tenths could not identify the total amount of up-ffont charges.” 

This is a fundamental failure of the American mortgage finance system. It is especially 
important in, though by no means limited to, the subprime mortgage market. 

To have informed borrowers who can better protect themselves, the key information must 
be simply stated and clear, in regular-sized type, and presented from the perspective of 
what commitments the borrower is making and what that means relative to household 
income. The borrow'ers can then “underwrite themselves” for the loan. They have a 
natural incentive to do so — we need to ensure they have the relevant intelligible, practical 
information. 

Disclosures should focus on the financial impact on the borrower, not the technical 
description of the mortgage loan. They should include the monthly cost of the loan 
payments, including principal, interest, taxes and insurance— both at the beginning rate 
and the fully-indexed rate— and express this as a percentage of the borrower’s household 
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income. That household income itself should be prominently confirmed. It is also 
essential clearly to disclose any prepayment penalties. 

This can be done on one page. I propose, as I have in previous House testimony, a one- 
page form, “Basic Facts About Your Mortgage Loan,” to do this. (The proposal also 
contains an attachment with brief explanations of the mortgage vocabulary and some 
avuncular advice for borrowers.) Borrowers should have to receive the completed form, 
signed by the lender, well before the closing. 

A copy of the proposed form accompanies this testimony. 

I appreciate very much, Ranking Member Bachus, that you and your co-sponsors 
included this proposal in HR 3012 and, Congressmen McHenry and Green, that you have 
announced you are working on a bill which would require the one-page disclosure. 

I believe this requirement would help achieve the required clarity, make borrowers better 
able to protect themselves by understanding what the mortgage really means to them, and 
at the same time would promote a more efficient mortgage finance system. This seems to 
me a completely bipartisan idea, which should be implemented as a fundamental reform, 
whatever else is done or not done. 


Thank you again for the opportunity to share these views. 


Accompanying attachment: One-Page Form (“Basic Facts About Your Mortgage Loan”) 
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THE BASIC FACTS ABOUT YOUR MORTGAGE LOAN 


Borrower: 


Property address: 


Lender: 


Amount of loan: $ , which is % of the property’s appraised value . 

Your loan is for years. 


The type of loan you have: 


Your beginning interest rate is %. This rate is good for monihs/years. The rate and 

your payment can go higher on and each months after that. 

Today’s estimate of how high the rate will go, called the fully indexed rate, is %. 

The maximum possible rate on your loan is %. 

THIS LOAN IS BASED ON YOUR MONTHLY INCOME OF $ . 

Your beginning rate = a monthly loan payment of $ = % of your income. 

- including taxes and insurance this is about $ = % of your income. 


The fully-indexed rate = a loan payment of $_ 
- including taxes and insurance this is about S_ 


Special factors you must be aware of: 
-A prepayment fee of 


= % of your income. 

= % of your income.* 

*This is called vour fully indexed housing expense ratio . 


must be paid if 

_ to pay off your loan will be due on _ 


-A “balloon payment ” of $ 

-You do/do not have a “payment option” loan . If you do, make sure you really understand what this means. 
Start with the definition on page 3. 


Total “points” plus estimated other co.sts and fees due at closing are $ 


FOR QUESTIONS CONTACT : Name: 

Phone: e-mail:. 


See definitions of underlined terms and guidelines on pages 2-3. 

DO NOT SIGN THIS IF YOU DON’T UNDERSTAND IT! 


Borrower 


Date 


Authorized Signer of Lender Date Borrower 


Date 
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The Basic Facts about Your Mortgage Loan 


This form gives you the basic facts, but some mortgage 
forms may use terms not listed here. For a good, 
borrower-friendly information source, try the Mortgage 
Professor online (www.mtgprofessor.com), which 
includes detailed explanations of the technical mortgage 
terms in its glossary and much other helpful 
information. 

Definitions and Guidelines Used 
in This Form 

The appraised value is what a professional appraisal 
estimates the house could be sold for in today’s market. 

The type of loan determines whether and by how much 
your interest rate can increase. If it can, your monthly 
payments will also increase — sometimes by a lot. For 
example, in a thirty-year fixed rate loan, the interest 
rate is always the same. In a one-year ARM, it will 
change every year. Other kinds of loans have various 
patterns, but the interest rate may go up a lot. Make 
sure you understand what type of loan you’re getting. 

The beginning interest rate is the interest you are 
paying at the beginning of the loan. Especially if it is a 
low introductory or “teaser” rate, it is the rate which 
you will hear the most about from ads and salespeople. 
But how long is it good for and when will rates 
increase? In many types of loans, the rate will go up by 
a lot. You need to know. 

The fully-indexed rate is an essential indicator of what 
will happen to your intere.st rate and your monthly 
payments. It is today’s estimate of how high the 
interest rate on an adjustable rate mortgage will go. It 
is calculated by taking a defined “index rate" and 
adding a certain number of percentage points, called the 
“margin.” For example, if your formula is the one-year 
Treasury rate plus 3 percent, and today the one-year 
Treasury rate is 5 percent, your fully-indexed rate is 5% 
+ = 8%. At the time the loan is being made, the 

fully indexed rate will always be higher than a 
beginning “teaser” rate. 

The index rates are public, published rates, so you can 
study their history to see how much they change over 


time. If the index rate stays the same as today, the 
rate on your loan will automatically rise to the fully- 
indexed rate over time. Since the index rate itself can 
go up and down, you cannot be sure what the future 
adjustable rate will be. In any case, you must make 
sure you can afford the fully-indexed rate, not just the 
beginning rate, which is often called a “teaser” rate 
for good reason. 

The maximum possible rate is the highest your 
interest rate can go. Most loans with adjustable rates 
have a defined maximum rate or “lifetime cap.” You 
need to think about what it would take to make your 
interest rate go this high. How likely do you think 
that is? 

Your monthly income means your gross, pre-tax 
income per month for your household. This should 
be an amount which you can most probably sustain 
over many years. Make sure the monthly income 
shown on this form is correct! 

Your monthly payment including taxes and insurance 
is the amount you must pay every month for interest, 
repayment of loan principal, house insurance 
premiums, and properly taxes. Expressed as a 
percent of your monthly income, this is called your 
housing expense ratio. Over lime, in addition to any 
possible increases in your interest rate and how fast 
you must repay principal, your insurance premiums 
and property taxes will tend to increase. Of course, 
your monthly income may also increase. How much 
do you expect it to? 

Yo\a fully-indexed housing expense ratio is a key 
measure of whether you can afford this loan. It is the 
percent of your monthly income it will take to pay 
interest at the fully-indexed rate, plus repayment of 
principal, house insurance, and property taxes. The 
time-tested market standard for this ratio is 28 
percent; the greater your ratio is, the riskier the loan 
is for you, 

A prepayment fee is an additional fee imposed by the 
lender if you pay your loan off early. Most 
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mortgages in America have no prepayment fee. If 
yours does, make sure you understand how it would 
work before you sign this form. 

A ''balloon payment" means that a large repayment 
of loan principal is due at the end of the loan. For 
example, a seven-year balloon means that the whole 
remaining loan principal, a very large amount, must 
be paid at the end of the seventh year. This almost 
always means that you have to get a new loan to 
make the balloon payment. 

A "payment option ” loan means that in the years 
immediately after securing a mortgage loan, you can 
pay even less than the interest you are being charged. 
The unpaid interest is added to your loan, so the 
amount you owe gets bigger. This is called “negative 
amortization.” The very low payments in early years 
create the risk of very large increases in your monthly 
payment later. Payment option loans are typically 
advertised using only the very low beginning or 
“teaser” required payment, which is less than the 
interest rate. You absolutely need to know four 
things: (1) How long is the beginning payment good 
for? (2) What happens then? (3) How much is added 
to my loan if I pay the minimum rate? (4) What is 
the fully-indexed rate? 


“Points" are a fee the borrower pays the lender at 
closing, expressed as a percent of the loan. For 
example, two points mean you will pay an upfront 
fee equal to 2 percent of the loan. In addition, 
mortgages usually involve a number of other costs 
and fees which must be paid at closing. 

Closing is when the loan is actually made and all the 
documents are signed. 

The For Questions Contact section gives you the 
name, phone number, and e-mail address of someone 
specifically assigned by your lender to answer your 
questions and explain the complications of mortgage 
loans. Don’t be shy: contact this person if you have 
any questions. 

Finally, do not sign this form if you do not 
understand it. You are committing yourself to pay 
large amounts of money over years to come and 
pledging your house as collateral so the lender can 
lake it if you don’t pay. Ask questions until you are 
sure you know what your commitments really are and 
how they compare to your income. Until then, do not 
sign. 
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Chairman Frank, Ranking Member Bachus and members of the Committee, my 
name is John Robbins and I am Chairman of the Mortgage Bankers Association 
(MBA), the nationai trade association for the reai estate finance industry.'' I am aiso 
Co-head and Speciai Counsei of Vertice, a division of Wachovia Securities. 
Previousiy, i was Chief Executive Officer of American Mortgage Network (AmNet), a 
San Diego-based whoiesaie mortgage bank that I co-founded. Wachovia Bank 
bought AmNet in 2005. 

I have been in the mortgage business for 36 years, through the many criticai market- 
shaking events we have aii witnessed and the usual boom and bust cycles of real 
estate. Today’s market is the toughest environment I have ever seen. We have two 
immediate problems: how to help homeowners, particularly resident homeowners, 
avoid foreclosure and stay in their homes, and how to restore liquidity and stability to 
the full mortgage market and other credit markets going forward. 

We are encouraged by the President’s “New Steps to Help Homeowners Avoid 
Foreclosure,” announced on August 31 (the “President’s initiative”), and we endorse 
many of the measures in that initiative in our testimony here. The President's 
initiative and the Cabinet-level attention it will involve, along with the actions 
Congress can take, will help to alleviate the painful state of the mortgage market for 
many consumers, the industry and investors. 

Current Market Background 

The growing level of mortgage delinquencies, and concerns that credit was not 
appropriately priced or rated, resulted in a withdrawal by investors from nearly all 
mortgage securities that were not guaranteed by Fannie Mae, Freddie Mac or Ginnie 
Mae. While some liquidity has returned to the jumbo market, generally borrowers in 
the non-conforming world of the jumbo, Alt-Aand subprime^ loans are currently 
finding it difficult or impossible to get loans. 

MBA’s recent National Delinquency Survey (NDS) showed an increase during the 
second quarter of this year in delinquency and foreclosure rates in almost every 


The Mortgage Bankers Association (MBA) is the national association representing the real estate finance industry, 
an industry that employs more than 500,000 people in virtually every community in the country. Headquartered in 
Washington, D.C.. the association works to ensure the continued strength of the nation’s residential and commerdal 
real estate markets; to expand homeownership and extend access to affordable housing to all Americans. MBA 
promotes fair and ethical lending practices and fosters professional excellence among real estate finance employees 
through a wide range of educational programs and a variety of publications, its membership of over 3,000 companies 
includes all elements of real estate finance: mortgage companies, mortgage brokers, commercial banks, thrifts, Wall 
Street conduits, life insurance companies and others in the mortgage lending field. For additional information, visit 
MBA's Web site: www.mortaaaebankers.ora . 

^ A jumbo loan is a loan above the current conforming loan limit of $41 7,000. Jumbo loans cannot be purchased by 
Fannie Mae or Freddie Mac; as a result, they carry a slightly higher interest rate to attract other Investors. Alt-A loans 
are made to people who are of high credit quality, but for one reason or another they do not qualify for conventional 
financing. Such a borrower might not document income, for example. A subprime loan is made to a borrower with 
little or no aedit history, blemished credit or other factors that cause the borrower to not qualify for conventional 
financing. 
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category we track (see chart below). Less than one percent of prime loans 
surveyed were in the seriously delinquent category but 9.27 percent of subprime 
loans were seriously delinquent. 


Seriously Delinquent Rate by Loan Type 



Source The Motlgoge Sankcfs Associat'on 


Of the millions of loans In delinquency, some belong to resident homeowners and 
some belong to investors. According to data released by the MBA this month, 
Florida, Nevada, California and Arizona have had much higher shares of mortgage 
defaults from non-owner occupied loans than the national average. For example, as 
of the end of June, Nevada had the highest rates of mortgage defaults on non-owner 
occupied loans for both prime (32 percent) and subprime loans (24 percent). The 
national rates for prime and subprime non-owner occupied loans were 16 percent 
and 12 percent, respectively 

MBA anticipates that a high level of delinquencies will continue through 2008 but will 
stabilize, along with home prices, by the end of next year. We do not believe that the 
drop in home price appreciation and the high level of delinquencies will, in 
themselves, result in a nationwide recession. However, to the extent that the poor 
performance of mortgages has raised investor concerns and acted as a catalyst for a 
reassessment of credit assumptions across the entire capital markets, we 
acknowledge the potential for adverse ramifications beyond the mortgage sector and 
throughout the economy. In addition, the decreased availability of funds for cash-out 
refinancing will slow the growth of consumer spending. 

It will take time to stabilize housing prices and the mortgage market. In the next two 
years, loans will be refinanced, modified or otherwise worked out wherever there is a 
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way to spare borrowers and investors the pain and loss of foreclosure. But 
foreclosures will take place, particularly where homeowners have little equity in their 
homes or they are unable to sustain even a modified mortgage. Even if the liquidity 
crisis that began last month were alleviated today, there would still be rough waters 
ahead for some borrowers, lenders and investors. 

For today’s borrowers, funding for new or refinanced Alt-A and subprime loans is 
largely unavailable because mortgage products designed for those markets have 
been eliminated by regulators or the market, and underwriting standards have been 
tightened. For subprime borrowers trying to refinance their mortgages, home prices 
have depreciated in some cases below the amounts currently owed. Therefore, 
some borrowers in trouble on mortgages they planned to refinance are finding that 
option closed. 

While investors are again beginning to purchase prime jumbo loans and mortgage- 
backed securities (MBS) backed by jumbo loans, jumbo mortgage interest rates are 
one-half to three-quarters of a percent higher now (relative to conforming mortgage 
rates) than they have been in recent years, reflecting continued investor concerns 
about the mortgage market. 

Securitization through Fannie Mae and Freddie Mac has increased considerably in 
recent months. Furthermore, our members report that the GSEs are purchasing 
conforming mortgages for their portfolios and providing liquidity for some Alt-A 
mortgages. We are grateful that we have the liquidity facilities of the GSEs but the 
GSEs are charging fees commensurate with perceived credit risks and are only one 
part of what needs to be a comprehensive solution. 

In the last two years, the GSEs issued less than half of all mortgage-backed 
securities. The hundreds of billions of dollars of non-GSE, or “non-agency,” MBS that 
are not currently being issued leave an enormous vacuum in funding for the 
mortgage market, especially for nonprime borrowers. MBA believes it is urgent that 
we work together with the Administration and Congress to use the facilities of the 
government housing programs and the GSEs to assist borrowers, investors and the 
industry to recover as rapidly as possible from the current setbacks. 

In my testimony, I discuss MBA’s views of the President's initiative and make some 
suggestions about other ways Congress and the Administration could help. 

MBA’s Analysis of the President’s Proposals to Help Homeowners 

MBA supports the direction of the President’s recent proposal to assist troubled 
borrowers. MBA, in fact, has long advocated for many of these changes - such as 
Federal Flousing Administration (FHA) modernization, improving mortgage 
disclosures, improving financial literacy and RESPA reform - even before the recent 
troubles in the subprime mortgage market. In addition to the elements in the 
President’s proposal, MBA supports other important measures not addressed by the 
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President that should be carried out to assist borrowers and to tackle the liquidity 
issues in the mortgage market. 

In the proposal, the President called on Congress to pass pending bills that would 
modernize the FHA and allow temporary tax relief to borrowers who have had mortgage 
debt cancelled. Moreover, he announced the launch of a new foreclosure avoidance 
initiative spearheaded by the Department of Housing and Urban Development (HUD) 
and the Treasury Department, 

The President also noted that federal banking regulators have been working to ensure 
that lenders provide homeowners with complete, accurate and understandable 
information about their mortgages and to strengthen mortgage lending standards. 

Finally, the President announced that he and his Administration are: (1) working on new 
proposed rules under the Real Estate Settlement Procedures Act (RESPA) that would 
promote comparison shopping by consumers, provide clearer disclosures, limit 
settlement cost increases and require fee disclosures; (2) supporting state-based efforts 
to create a comprehensive mortgage broker registration system; (3) creating a 
Presidential Council on Financial Literacy composed of leading private sector 
individuals who can promote financial literacy and that the President supports the efforts 
of public and private sector groups that are promoting financial literacy, specifically 
including the Administration’s budget proposal $120 million to go to NeighborWorks; (4) 
committed to pursuing fraud and wrongdoing in the mortgage industry; and (5) using the 
President’s Working Group on Financial Markets to look at the role of the rating 
agencies and asset securitization in the liquidity crisis. 

MBA hails all of these initiatives which complement MBA’s long-standing efforts on 
behalf of the mortgage industry. MBA profoundly believes that better financial literacy, 
greater transparency in the mortgage process, better licensing of originators and 
uniform national lending standards offer the greatest promise to improve the mortgage 
process while protecting and reducing costs to consumers. MBA looks forward to 
working with the President and Congress to protect homeowners and improve the 
mortgage financing system, 

FHA Modernization 

As this Committee knows, MBA fully supports FHA modernization. We applaud the 
Committee for passing H.R. 1852, the “Expanding American Homeownership Act of 
2007.” FHA reform would allow the agency to unleash its full potential, serving a 
greater number of low- to moderate-income and minority families, in addition to 
subprime borrowers. It is essential that FHA have the tools and flexibility to adjust its 
products and programs to meet the evolving needs of borrowers, in addition to having 
the resources to upgrade its technology and hire the best staff possible. 

FHA has recently made significant improvements to its regulations and operations. 

FHA has streamlined the insurance endorsement process, improved appraisal 


4 



212 


requirements and removed some unnecessary regulations. With MBA’s strong support, 
FHA has also launched the FHASecure initiative. This new program is helping 
creditworthy borrowers with no instances of late payments prior to the reset of the rate 
on their subprime adjustable rate mortgage (ARM) refinance their loan. Although a 
temporary program, FFIASecure will provide homeowners in difficult financial situations 
with refinancing opportunities while increasing liquidity in the mortgage market. These 
are all positive changes that have already begun to show real benefits. 

FFIA has tremendous strides in the past several years, after many years of stagnation. 
Nonetheless, we recognize that more work lies ahead. FFIA and its Commissioner, 
Brian Montgomery, have shown a commitment to address those issues that are within 
the agency’s statutory mandate. There is much, though, that is beyond FFIA’s control 
and needs Congressional action. 

Passage of FFIA modernization by Congress is critical because it will give FFIA and 
Commissioner Montgomery a full arsenal of tools to further its homeownership mission. 
Modernization will allow FHA to expand its programs to cover borrowers with higher 
cost loans, those who may find their loans resetting and will have difficulty paying their 
mortgage and will othenwise allow the agency to assist borrowers who might be able to 
qualify for an FHA refinancing program. In short, FHA can play a crucial role in helping 
otherwise stranded borrowers keep their homes. 

Tax Reform to Assist Trouble Borrowers 

Current tax law provides that a taxpayer receives ordinary income in the amount of 
any debt discharged, unless such borrower is insolvent at the time of discharge (or 
has non-recourse debt). Historically, mortgage companies often faced having to 
discharge debt upon foreclosure of a mortgage that exceeds the fair market value of 
the property. Other situations could give rise to discharge of mortgage indebtedness 
including the creditor's voluntary write-downs of the debt or acceptance of a short 
sales or deed in lieu of foreclosure. Whether a borrower with recourse debt incurs 
such a tax liability for this discharge depends on whether the borrower is solvent at 
the time of discharge, 

While we support the President’s effort to assist troubled borrowers, any tax code 
change must be done in a way that preserves incentives for borrowers to work with 
their lender on loss mitigation options and does not encourage foreclosures. We also 
caution that loss mitigation activities that result in debt forgiveness should be treated 
the same under the proposed tax exemption as debt that is discharged as a result of 
foreclosure, deeds in lieu of foreclosure or short sales. 

President’s New Foreclosure Prevention Initiative 

MBA supports the President’s plan to launch a new foreclosure prevention initiative. 
MBA has long advocated that early detection of and communication with borrowers who 
are having trouble making payments increases the possibility of loss mitigation and 
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successful loan modifications, which can prevent a foreclosure and keep the family in 
their home. 

No one, from the borrower, community, lender to investor wins in a foreclosure. In fact, 
a 2003 Federal Reserve study notes that “estimated losses on foreclosures range from 
30 percent to 60 percent of the outstanding loan balance because of legal fees, 
foregone interest, and property expenses.” ^ From a pure economic basis alone 
lenders, servicers and investors do not desire foreclosures. 

MBA and its partners have been leading the way to provide assistance for homeowners 
facing foreclosure and to help stabilize and preserve the subprime mortgage credit 
system. 

For instance, MBA has met with Fannie Mae and Freddie Mac, FHA, our largest 
servicers, many legislative and executive branch officials, consumer groups and civil 
rights leaders to discuss solutions. We did so both separately and as a participant in a 
housing summit convened by Senate Banking Committee Chairman Christopher Dodd 
where an agreement was reached on principles for mortgage lenders and servicers to 
assist troubled borrowers. 

MBA also has partnered with NeighborWorks America, a national nonprofit organization 
created by Congress, to help troubled borrowers. Specifically, MBA has dedicated 
financial and staff resources to help promote a free mortgage counseling hotline, 888- 
995-HOPE, which is staffed by the Homeownership Preservation Foundation and 
provides a helpful place for troubled borrowers to turn. 

As mentioned previously, MBA believes that early contact is key to avoiding 
foreclosures. Unfortunately, many borrowers fail to contact their lender or servicer in 
times of trouble, thereby further worsening an already difficult situation. A 2005 Freddie 
Mac study determined that, despite ongoing efforts by lenders and servicers, over half 
of borrowers in foreclosure proceedings have had no contact with their servicer.^ This 
lack of contact is one of the biggest challenges servicers face in trying to help borrowers 
and stop foreclosures. To help address this issue, MBA and NeighborWorks are 
working to establish foreclosure intervention programs in cities with high rates of 
foreclosure and we are conducting a national public education campaign with the 
National Ad Council to improve contact rates for homeowners in financial distress. 

The Regulators’ Guidance 

As the President indicated, the federal financial regulators recently issued guidance 
concerning regulated institutions' use of nontraditional mortgage products - payment 


^ Foreclosing on OPDortunitv: State Laws and Mortgage Credit . Karen M. Pence, Board of Governors of 
the Federal Reserve System, May 13, 2003. 

Foreclosure Avoidance Research. Freddie Mac, 2005. 
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option and interest-only loans. The regulators later issued a Statement on Subprime 
Mortgage Lending. The guidance and statement had a significant effect on undenwriting 
and drastically curtailed the availability of higher risk loan features. 

Following both actions, the Conference of State Bank Supervisors (CSBS) and the 
American Association of Mortgage Regulators (AARMR) recommended adoption of 
parallel guidance by state regulators to apply to state regulated lenders, in the short 
time since the CSBS/AARMR requests, more than 38 states and District of Columbia 
agencies have adopted the nontraditional guidance and more than 29 agencies have 
indicated they will adopt the subprime statement. Additionally, as of last week, OFHEO 
is requiring that mortgages purchased by Fannie Mae and Freddie Mac comply with the 
guidance. 

This federal and state action has had an enormous effect on the market by requiring 
stronger underwriting, tightening management controls and increased consumer 
protections. Congress should consider the extent to which the market and regulators 
have already addressed the key consumer protection questions before crafting any 
legislative response that might further restrict consumer credit options. 

Improved Firtartcial Literacy 

MBA welcomes and shares the President’s commitment to financial literacy. As 
financial services and products continue to evolve and expand, it is increasingly 
important for Americans to receive a solid foundation of financial education. MBA 
believes this must be a part of school curriculum, particularly at the secondary level. 
Additionally, resources must continue to be made available to adults to help ensure an 
ongoing understanding of key credit terms and differences in the costs and use of 
various types of products. 

Aimed at helping current and potential homeowners, MBA maintains a Web site for 
education about the mortgage process at www.HomeLoanLearninaCenter.com . 
Recently, MBA updated and expanded this site to provide better information on the 
array of adjustable, payment option and interest-only products available in today’s 
market. For this purpose, MBA commissioned focus group testing to create the Simple 
Facts®, a new short, readable publication that describes in plain language the risks and 
rewards of fixed versus adjustable loans as well as other products and product features, 
MBA also developed a companion tool for the Web site, the Simple Calculator®, that 
allows borrowers to calculate and compare payments (including interest, principal and 
escrow) initially and, if they adjust, throughout their mortgage obligation. 

MBA stands ready to assist the President and Congress with issues related to the 
financial education of all Americans. 
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Improving Disclosures Under the Nontraditional and Subprime Guidance 

MBA has been long committed to developing meaningful mortgage disclosures that 
contain relevant, easily understood information that a consumer can use to shop and 
compare mortgage loans. To achieve this end, MBA supported the efforts of the 
banking regulators to improve disclosures for nontraditional and subprime loans. 

The regulators’ guidance and statement require that mortgage product descriptions and 
advertisements provide clear, detailed information about all of the costs, terms, features 
and risks of a mortgage to the borrower. MBA agrees and in its comments emphasized 
that consumers should be informed of: (1) “payment shock” including how the new 
payment will be calculated when the fixed payment period expires; (2) prepayment 
penalties - how they will be calculated and when they will be imposed; (3) balloon 
payments - the existence of any; (4) any costs of reduced documentation - any pricing 
premium attached to such a loan; and (5) responsibility for taxes and insurance -the 
borrower’s responsibility to pay them and, if they are not escrowed, the fact that 
substantial amounts will be needed to pay them. 

Later, when a consumer is shopping for a loan, clear and balanced generic information 
addressing all of the points raised in the Statement should be provided. At the time of 
application and at closing, borrowers should also be provided clear and balanced loan- 
specific information on all of the points raised in the Guidance and Statement, There is 
a tradeoff between how early a disclosure is provided and how reliable it is. Loan- 
specific information is more reliable at the time of loan application than before 
application. 

RESPA Reform 

MBA welcomes the President’s commitment to RESPA reform. MBA long has been a 
supporter of such reform. As currently written, both the Real Estate Settlement 
Procedures Act (RESPA) and Truth in Lending Act (TILA) requirements are confusing to 
consumers and cumbersome for industry practitioners. Comprehensive reform of 
RESPA and TILA should improve access to mortgage finance and accommodate 
technological changes that can benefit consumers, while at the same time quelling 
essentially fruitless litigation that continues to plague the industry and increase costs to 
consumers. Moreover, by making the mortgage transaction more transparent to the 
consumer, reform could also significantly reduce the incidence of abusive lending 
practices. 

Since the Secretary of HUD withdrew the Department’s RESPA reform proposal in 
2004, MBA has worked closely with a task force of MBA members to develop a range of 
RESPA reform options to improve the settlement process and reduce costs for the 
mortgage industry and consumers. MBA’s own RESPA initiatives since 2004 have 
resulted in options including a simplified and comparable good faith estimate (GFE) and 
HUD-1 that would group charges according to their purposes and recipients so costs 
can be readily compared among loan providers. These changes could be accompanied 
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by a greater or lesser degree of regulatory changes to limit increases in charges and 
bring efficiencies to the market to lower consumer costs. MBA has invited ongoing 
member comment on the proposed forms which may be found at 
www.mortqaaebankers.ora/respa.htm . 

MBA looks forward to working with HUD on its specific proposals to assure that they 
achieve their objectives and benefit consumers. 

Mortgage Broker Disclosure 

For almost a decade, MBA, as well as HUD, has advocated a clear disclosure under 
RESPA to be provided to the consumer concerning the functions and compensation of 
mortgage brokers. Such a disclosure would advise the consumer of whether the broker 
is or is not the borrower’s agent and of the total compensation that the broker receives. 
MBA supports providing such a disclosure to potential borrowers early enough in the 
transaction to facilitate comparison shopping. Mortgage brokers, unlike lenders, hold 
themselves out as intermediaries who shop for borrowers. Such a disclosure should 
alert the consumer to the fact that a broker may receive a higher fee depending on the 
interest rate of the mortgage and inform the consumer of whether the broker is in deed 
acting as the consumer’s agent. For example, mortgage brokers in California are 
required to provide such “agency relationship” disclosures. 

Moreover, if a mortgage broker holds himself out as an agent, MBA believes it is 
appropriate for the broker to be treated as an agent under the law. While some have 
sought to create a fiduciary duty for mortgage brokers in all cases, MBA believes that 
greater transparency along these lines (including a declaration of agency, or not) Is a 
better approach than imposing an undefined standard or standards on mortgage 
brokers, which could increase costs to borrowers. In any case, the imposition of a 
fiduciary duty on mortgage bankers to borrowers would not work. Bankers owe such 
duties to their investors and stockholders and could not bear a countervailing duty. 

Comprehensive Reform of the Mortgage Process 

MBA regards RESPA reform as a key step in reforming the mortgage process, but by 
no means the only one needed. Reform to truly simplify and improve the mortgage 
process will not be accomplished until disclosures under TILA and other federal and 
state laws are overhauled, greatly simplified and harmonized, so that the disclosures 
are read, understood and useful to consumers. 

One possibility that has been suggested to shorten the process of comprehensive 
reform is the development of a simple one-page disclosure that would summarize 
relevant information from the various disclosures including rate, cost and loan feature 
information. Such a disclosure would help the consumer understand the deal offered 
and comparison shop — and create better competition to benefit consumers. MBA would 
support such an approach concomitant with a review of the mortgage process. 
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A common feature of most allegations of predatory lending is that the borrower was 
either confused or deliberately misled about key features of the loan. If the borrower 
receives a clear disclosure or disclosure of these key features early in the transaction, it 
will be far more difficult for an abusive originator to misrepresent the terms of the loan, 
and the borrower will have time to seek financing from other sources if the terms are 
unfavorable. 

Instead of having the benefit of a simple disclosure or disclosures, consumers today 
confront a maze of information when they apply for and close on a mortgage. Sadly, 
without streamlining, every new layer of disclosure simply increases the likelihood that 
the consumer will merely initial all of them without even a cursory reading. In effect, 
predators are given the ability to hide in plain sight. For this reason, disclosures do not 
need to be added; they need to be combined, streamlined and made much more user 
friendly. 

For these reasons, MBA strongly urges that the President, Congress and regulators 
work toward a more comprehensive approach to improving the mortgage disclosure 
process for consumers. Such an approach is the best means of assuring that virtually 
all consumers receive the same degree of information and that a level playing field of 
disclosure requirements is established for all industry originators. 

Two Federal Trade Commission (FTC) economists recently concluded, after reviewing 
studies on mortgage disclosures, that “[cjurrent mortgage disclosures fail to convey key 
mortgage costs to many consumers.” These economists also concluded that ‘‘[i]t is 
possible to design better disclosures that significantly improve consumer recognition of 
mortgage costs.”® MBA agrees. 

Improved Licensing of Loan Originators 

MBA shares the President's commitment to improved licensing of mortgage brokers. In 
fact, MBA believes that all loan originators, mortgage brokers as well as lenders, should 
be registered and subject to a licensing regime, regardless of the parent company's 
charter and with licensing exceptions only for those already subject to rigorous 
regulatory or secondary market requirements, such as FHA-approved Direct 
Endorsement lenders, Fannie Mae- or Freddie Mac-approved sellers, or those lenders 
who maintain a net worth equal to or greater than $5,000,000 or total assets equal to or 
greater than $25,000,000. Ensuring that all loan originators fall under rigorous 
requirements, whether state or federal, would ensure that all mortgage professionals 
have the education and professionalism required to serve consumers, A nationwide 


^ James M. Lacko & Janis K. Pappalardo, Bureau of Economics, Federal Trade Commission, Information 
Regulation is Tricky: Lessons from Mortgage Disclosure Research, presentation before the Behavioral 
Economics and Consumer Conference, Federal Trade Commission, Washington, D.C. (Apr. 20, 2007); 
see also James M. Lacko & Janis K. Pappalardo, The Effect of Mortgage Broker Compensation 
Disclosures on Consumers and Competition: A Controlled Experiment, Federal Trade Commission 
Bureau of Economics Staff Report (2004), available at 
http://www.ftc.gOv/os/2004/01/0301/030123mortgagefullrpt.pdf, 
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registry regime would provide a powerful tool, for both regulators and industry 
participants, to track and bar unscrupulous actors. 

MBA also believes all originators should have the financial wherewithal to serve 
borrowers and lenders and provide them redress if necessary. Currently, FHA requires 
brokers who wish to offer FHA-insured products to have a net worth of at least $63,000, 
plus $25,000 for each branch office. MBA supports establishing a nationwide financial 
net-worth requirement for all mortgage brokers consistent with these requirements. 
These requirements would provide greater protection for consumers and lenders 
dealing with mortgage brokers. Additional protection can be provided by a bond against 
which aggrieved consumers and lenders can make a claim. A number of states already 
require brokers to maintain a level of bonding. MBA supports requiring brokers to 
maintain a bond worth $75,000 or an amount equal to ten percent of the broker's annual 
loan volume, whichever is higher. In many cases, bonding requires a financial audit. 
Such an audit is not only further assurance of financial wherewithal, but that an 
originator is operating consistent with existing FHA regulations. 

In 2005, the CSBS and AARMR began developing the National Mortgage Licensing 
System (NMLS). This system will provide a uniform application and annual renewal 
process for residential mortgage lenders and brokers. Additionally, it will store critical 
information in a central repository accessible to state and federal mortgage regulators. 
As of June 2007, 31 states had indicated their intention to participate, and the NMLS is 
scheduled to be up and running at the beginning of 2008. MBA is actively engaged with 
CSBS and AARMR in their important work on this project. 

The President’s Working Group on Financial Markets 

The President’s initiative includes a mandate for Secretary Paulson to lead a working 
group of Federal Reserve Chairman Bernanke, Securities and Exchange 
Commission Chairman Cox and Commodity Futures Trading Commission Acting 
Chairman Lukken. We are enthusiastic about the prospects for this working group 
which will examine the role of the credit rating agencies and how asset securitization 
has changed the mortgage industry and business practices. 

MBA believes that the future stability of the financial markets and of our economy rest 
on the ability of government to develop a regulatory structure that fits the instruments 
and entities that provide liquidity in today’s mortgage market. Approximately two- 
thirds of mortgages have been securitized in recent years. Only through this 
mechanism has the mortgage lending industry been able to raise the funds needed 
for the multi-trillion dollar residential mortgage market. 

Electronic engineering and technology have created a financial market in which 
mortgage principal and interest are manipulated to form deal structures consisting of 
hundreds of classes of securities, deals that further crunch bits and pieces of earlier 
deals and derivatives that relatively few of us even understand. The acronyms are 
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baffling and the mathematical explanations used to describe the function of today’s 
more complex financial instruments are increasingly complicated. 

A staggering amount of money is tied up in instruments that did not exist 20 years 
ago in anything like the form they do today and sometimes it is managed by entities 
that did not exist a generation ago. While regulators have some catching up to do, 
the fundamental goals are the same as they were when securities laws were written 
in 1933 and 1934. 

At MBA, we support the power of the free market, but we know that some regulation 
is essential for that market to work well. We believe that the role of the regulator is 
to: 1) guard the financial system against the risk of instability: 2) provide consumer 
protection, particularly to retail investors and investors that may lack some of the 
analytical tools critical to investment decisions today: 3) assure market integrity 
through transparency and accurate financial disclosure with regard to instruments 
and entities. These goals are fundamental and do not change even when the market 
becomes sophisticated. 

In order to achieve these goals in a modern financial environment, the President’s 
working group will need to grapple with the fact that the environment of finance has 
changed radically. Recently developed financial instruments, such as collateralized 
debt obligations (CDOs), and increasingly powerful entities, such as hedge funds, will 
be examined. 

Other MBA Recommendations 

MBA applauds the President’s decision to take on the difficult issues currently 
surrounding the mortgage market and troubled borrowers. Importantly, MBA 
believes there are other measures that should be undertaken by Congress, federal 
regulators and executive agencies to augment the President’s proposal to protect 
consumers and increase liquidity in the mortgage market. They include: 

• Congress should pass a single consumer protection standard to combat 
predatory lending; the numerous measures in place and proposed at the state 
and local levels create confusion in the market and are not as helpful to 
consumers as would be a single national standard. We are committed to 
continuing to work with Congress on appropriate standards of liability; 

• The GSE portfolio caps should be temporarily increased, subject to the Office 
of Federal Housing Enterprise Oversight’s (OFHEO) approval and to 
investment parameters that assure that the additional capacity is used to 
alleviate the problems of borrowers and industry in the current liquidity crisis; 

• Congress should complete work on the GSE reform legislation, to provide 
certainty regarding safety and soundness to the enterprises and their investors 
and to the housing market about what the rules of the road will be in the 
longterm; 
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• While MBA does not have a specific recommendation for legislation related to 
rating agencies at this time, we believe there is room for improvement in the 
rating of asset-backed securities and we would welcome the opportunity to 
discuss this topic with market players and with Congress. 

• Make the amount of the Department of Veteran Affairs’ (VA) home loan 
guaranty entitlement consistent between refinances and purchases. Today, 
purchase money mortgages that exceed $144,000 receive guaranty 
entitlement of 25 percent of the loan up to the conforming loan limit of 
$417,000. However, if the borrower wishes to refinance a non-VA loan, the 
maximum guaranty is limited to $36,000, resulting in a de facto $144,000 
maximum loan cap; 

• Make the loan-to-value (LTV) eligibility the same for both VA home purchases 
and loan refinances, even if the borrower’s current loan is not VA-guaranteed. 
(NOTE: The refinance of a non-VA loan is limited to 90 percent LTV (plus 
funding fee), whereas a refinance of (1) a construction loan; (2) a land sales 
contract; (3) a loan assumed by a veteran that has a higher interest rate than 
the rate of the proposed loan; and (4) an existing VA that results in an VA- 
guaranteed interest rate reduction refinance loan is eligible for 100 percent LTV 
financing, plus funding fee and other enumerated costs. Purchase money VA 
mortgages are eligible for 100 percent LTV financing, plus funding fee and 
other enumerated costs); 

• Allow USDA Rural Development to refinance borrowers who are eligible for the 
USDA Section 502 loan program, but do not have a USDA loan currently. 
Statutorily, Rural Development is not permitted to refinance a borrower that 
does not already have an existing USDA Section 502 loan; 

• Eliminate the restriction on Section 502 Guaranteed loans that refinances must 
be for interest rate reduction only. This prohibits the financing of home repairs 
into the debt as part of a refinance; and 

• Congress should ensure that all mortgage insurance premiums continue to be 
deductible from federal income taxes. This tax provision expires at the end of 
this year. 

Balancing Consumer Protections and Credit Availability 

While we all share the same goals of stabilizing the market, helping borrowers who 
are in distress and ensuring that situations like this do not occur in the future, we 
would caution against a response that would limit consumer borrowing options and 
cause long-term harm to the housing market. 

Assignee liability standards in current law have effectively eliminated certain loans 
from the market by essentially setting a cap on interest rates, as the experience from 
the Home Owners Equity Protection Act (HOEPA)® demonstrates. Some have 
suggested that an assignee liability standard could be created that would allow for 


^ HOEPA creates an assignee liability standard for “high cost” mortgages. The vast majority of lenders no longer 
make such loans; those that do have no purchasers in the secondary market. Lenders who make these loans are 
forced to hold them in their portfolios. In effect, HOEPA serves as a federal usury ceiling. 
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the continued offering of credit in a certain “policed” set of loans. Our fear is that the 
unintended result will be to essentially eliminate secondary market funding for those 
loans, as MBS issuers and investors instead focus their limited resources in areas 
that do not bring about any new or untested liabilities, even if those liabilities are 
limited. 

Pushing more loans into HOEPA “high cost" status will also further reduce the 
financing options available to borrowers. While many who advocate taking this action 
believe that the impact will be to lower costs on all mortgage borrowers, the actual 
impact will be to eliminate funding options for some borrowers while raising costs for 
the market as a whole. 

Conclusion 

I genuinely appreciate the opportunity to appear before the Committee to discuss the 
situation in the mortgage market and MBA’s views of the President’s recent proposal 
to help borrowers avoid foreclosure. As I said, the situation in the market is very 
serious. It is having severe consequences not only borrowers, but on my industry 
and the global capital markets. It will take a long time to work through the problems 
in the market, and it will take the active participation of the regulators, secondary 
market, mortgage bankers, borrowers and every other part of the real estate finance 
system. 

MBA supports the President’s proposals to assist troubled homeowners and protect 
borrowers. We urge the Administration, regulators and Congress to implement other 
policies that can further alleviate the current liquidity crisis, help borrowers avoid 
foreclosure, and improve the mortgage market moving forward. We commend you 
for holding this hearing and urge you to hold more, examining discreet parts of this 
investor confidence situation. Thank you. 
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Chairman Frank, Ranking Member Bachus, Members of the Committee. Thank you for 
the opportunity to discuss legislative and regulatory options for mitigating mortgage 
foreclosure. 

Since I last testified in April, the problems in the subprime market have worsened, and 
there are indications they are spreading to the broader economy. 

Outside the market supported by Freddie Mac and Farmie Mae, mortgage money is either 
unavailable - or available only at high rates. Numerous lenders have closed their doors. 
Flundreds of thousands of subprime borrowers have entered the foreclosure process 
already this year - and many more will hit their interest-rate resets in the coming months. 

Amid this turmoil, Freddie Mac is taking concrete steps to stabilize markets, support our 
lenders - and assist as many borrowers as possible. 

In February we were the first investor to announce tightened lending standards to limit 
payment shock for subprime borrowers, and help ensure these borrowers can afford and 
keep their homes. We will invest only in securities backed by short-term adjustable-rate 
subprime mortgages that have been underwritten to a fully-indexed, fully-amortizing 
level. 

In April we committed to purchase up to $20 billion in more consumer-fHendly 
mortgages that will provide better choices for subprime borrowers. We began delivering 
on that commitment this summer with our new mortgage offering, called SafeStep. 

We are also working hard to ensure there is no disruption in the supply of mortgage 
funds. We have increased our purchases of mortgages and mortgage-related securities, 
which reached a high of $40 billion in June. In August we offered needed support to the 
Alt-A market by providing a 90-day forward purchase commitment, which will allow 
borrowers to “lock in” their rate. We’re also seeing sizeable increases in our purchases of 
mortgages to borrowers with weaker credit. 

Finally, we remain dedicated to helping borrowers avoid foreclosure. Year to date, we 
have modified over 27,000 mortgages - for a total of 1 94,400 since the beginning of 
2004. 

These efforts will cushion the negative effects on borrowers and communities, but they 
are not a panacea. The problems in subprime are complex and long in the making. 
Following a lengthy period of strong house-price growth and a glut of liquidity, a major 
market correction is underway. Payroll job losses in August - the first reported decline in 
four years - should serve as a wake-up call that we’ve got real problems on our hands - 
particularly in some communities. 
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In considering how to respond to these challenges, I have a few thoughts. 

First, solutions need to deal with both aspects of the crisis - borrower foreclosures and 
mortgage market liquidity. Not all families are in the same set of circumstances. We 
should carefully determine which borrowers can be helped - and by what mechanism. 

Some efforts are already working. For example, we’re hearing that mortgage servicers 
are acting proactively to contact subprime borrowers well in advance of the reset date. 
And there’s greater flexibility on the part of investors to permit modifications, thanks to 
the SEC’s recent clarification of this issue. 

Second, solutions should avoid creating perverse incentives. Many lenders and investors 
bear responsibilities that must be taken into account. We need to help homeowners - not 
bail out investors. 

Third, to avoid getting into this situation again, as a nation, we need to have an honest 
discussion about how much homeownership is actually sustainable — and how best to 
achieve it. 

Finally, certain legislative and regulatory solutions would help alleviate the mortgage 
credit crunch, help borrowers and restore investor confidence. The President’s plan for 
modifying FHA is a start, as well as enhanced borrower education and tax code changes 
that will help alleviate the strain on borrowers who have benefited from debt forgiveness. 

But the problems loom large, and more needs to be done. The GSEs can play a larger 
role in this regard. Lifting the caps on GSE portfolio growth would provide a needed 
back-stop bid for mortgages, sending a positive signal to the markets. 

Similarly, a temporary lifting of the conforming loan limit would enable us to provide 
needed liquidity to a segment of the jumbo market. As shown in the attached chart, 
jumbo mortgages have become significantly more expensive relative to those in the 
conforming market. The 92 basis point difference between rates on jumbo and 
conforming mortgages far exceeds any such spike in the past 20 years. In high cost areas 
in particular, a temporary lifting of the conforming loan limit might prevent declines in 
home prices that could lead to additional defaults. 

In closing, let me say that a bipartisan Congress chartered Freddie Mac to keep mortgage 
markets stable and fimctioning, especially in a time like this. Freddie Mac can’t solve the 
whole problem, but we are an important piece of a comprehensive solution. Our job is to 
provide stable and affordable mortgage financing for families in your cities, towns and 
rural communities. That is exactly what we are doing - and will continue to try to do. 

Thank you again for the opportunity to appear before the Committee today on an issue 
critical both to homeowners and the broader economy. 
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The Honorable Barney Frank 
Chairman, House Committee on Financial Services 
2129 Rayburn House Office Building 
Washington, DC 20515 

Dear Chairman Frank: 

Thank you for providing the opportunity to clarity for the record the scope of Countrywide's efforts to help 
customers experiencing mortgage repayment troubles to keep their homes. At the September 20, 2007 
hearing entitled Legislative and Regulatory Options for Minimizing and Mitigating Mortgage Foreclosures 
one of the witnesses asserted that Countrywide “says that they have assisted 35,000 people, but now they 
say that half of those were assisted by a deed in lieu of foreclosure or a short sale, so they were forced out of 
their home.” 

As you know, prior to the hearing we provided a detailed briefing to your Committee staff, as well as to 
more than a dozen other members of the Committee and/or their staff. The briefing (attached) contained 
detailed information about the company’s efforts to contact borrowers in financial distress - both directly 
and through partnerships with community groups and counseling agencies - and to offer them solutions 
designed to help them keep their homes and rebuild a solid mortgage payment history. The briefing also 
contained detailed metrics on the number of borrowers assisted and the types of assistance offered, 
including descriptions of the various workout and foreclosure avoidance options. 

As shown in the chart below (and on page 18 of the briefing). Countrywide projects that in 2007 it will 
complete nearly 68,000 foreclosure avoidance transactions. Only 13% of those transactions are projected to 
involve the borrower losing their home through a deed in lieu of foreclosure or a short sale. I would note 
that these types of transactions are predominantly triggered by life events that have caused borrowers to 
become seriously delinquent on their mortgages and jeopardized their ability to sustain homeownership. 

Foreclosure Avoidance Transactions - 2006-07 


SDeciPic Workout Ootions 

2006 

2007 (projected) 

Modifications 

14,040 

24,390 

Short Sales 

3,619 

7,908 

Long Term Repays 

9,750 

14,838 

Repay to Mod 

2,825 

3,054 

Special Forbearance 

2,715 

4,788 

Partial Claims 

3,788 

4,208 

Deed in Lieu 

606 

1.122 

Total* 

50,084 

67,806 


(*total includes miscellaneous workout options not shown) 
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Page 2 

As noted, in the days prior to the hearing, Countrywide contacted more than a dozen offices to discuss our 
home retention activities. Based on the feedback received during these briefings. Countrywide was one of 
the few companies providing such detailed information. As such, it important to us that the Committee 
record accurately reflect Countrywide’s actual successes in home retention. We appreciate the opportunity 
to submit this information. 

Sincerely, 


Executive Vice President 
Public Affairs 

PM:sf 

cc: The Honorable Spencer Bachus, Ranking Member 
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The Independent Community Bankers of America (ICBA)^ appreciates the opportunity 
to offer this statement before the House Financial Services Committee concerning 
recent events in the credit and mortgage markets. Despite uncertainty in the mortgage 
sector, community banks are stable, well capitalized and prepared to assist their 
communities’ recovery. 

The news is filled with talk of a “credit crunch” and the inability to obtain credit to 
purchase a home or to refinance an existing mortgage. Dozens of mortgage lenders 
and brokers have gone out of business. Yet our nation’s community banks are not 
cutting back on lending. Community banks have money to lend and want to work with 
consumers looking for credit solutions. 

Community banks are responsible lenders that use commonsense underwriting and 
thus are not experiencing the skyrocketing delinquencies and foreclosures highlighted in 
the media. Generally, they underwrite loans conservatively and do not offer 
nontraditional loan products. Community banks are responsible, highly regulated 
lenders that provide their customers with affordable loans that enable them, not only the 
opportunity to buy a home, but to keep It. 

Summary of ICBA’s position: 

• Despite current market conditions, community banks are in solid shape: they 
have plenty of liquidity and are ready to lend - factors essential to assisting their 
communities’ recovery from unprecedented numbers of foreclosures and a 
housing market that has nearly come to a standstill. 

• ICBA strongly opposes predatory lending practices and believes that these 
practices should be stopped. Existing anti-predatory lending laws and 
regulations should be enforced against all predatory lenders. 

• ICBA is not opposed to requiring tax and insurance escrows for subprime loans, 
although such a requirement would be expensive and may cause some 
community banks to stop their limited subprime loan offerings. 

• ICBA supports appropriate restrictions on prepayment penalties. 


’ The Independent Community Bankers of America represents the largest constituency of community 
banks of all sizes and charter types in the nation, and is dedicated exclusively to representing the 
interests of the community banking industry. ICBA aggregates the power of its members to provide a 
voice for community banking interests in Washington, resources to enhance community bank education 
and marketability, and profitability options to help community banks compete in an ever changing 
marketplace. 

With nearly 5,000 members, representing more than 18,000 locations nationwide and employing over 
265,000 Americans, ICBA members hold more than $876 billion in assets, $692 billion in deposits and 
more than &589 billion in loans to consumers, small businesses and the agricultural community. For more 
information, visit ICBA's website at www.icba.org. 
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• ICBA believes that stated income loans have been used inappropriately and 
supports clear disclosure to the borrower of the loan type, terms and income 
claimed. 

• ICBA supports the requirement that lenders should underwrite loans to the fully 
indexed rate and fully amortize payments. 

• New proposals to address predatory lending practices should be aimed at high- 
cost loans. 

• As highly regulated financial institutions subject to strict lending and employment 
standards, It is unnecessary and unduly costly to require community banks to 
register and license their employees, as some have proposed. 

Community Banks are Healthy Despite the Mortgage Industry Crisis 

While the latest headlines are filled with questions about the stability of the largest Wall 
Street firms and dozens of non-bank lenders have gone out of business, community 
banks and savings associations are continuing to meet the credit needs of borrowers on 
Main Street. Despite pressure on net interest margins, community banks are well- 
positioned to continue as responsible lenders in their communities. Community banks 
have plenty of liquidity due to strong deposit growth and daily access to Federal Home 
Loan Bank (FHLB) funding. They have sensible underwriting standards, strong capital 
and healthy reserves. Unaffected by the credit crunch, community banks are stable 
with ample money to lend. 

During the current credit environment, the FHLBs have played an important role in 
providing daily liquidity to keep the residential mortgage market functioning. Thousands 
of insured institutions, large and small accessing FHLB advances have experienced no 
disruptions in their access to the credit markets. Fannie Mae and Freddie Mac too have 
served the purpose for which they were created, to provide liquidity and stability through 
the secondary market, allowing mortgage lenders to continue iending. ICBA urges their 
regulator, the Office of Housing Enterprise Oversight, to be open minded about their 
portfolio limits to ensure that both Fannie Mae and Freddie Mac have the flexibiiity 
needed to assure continued liquidity. This is particularly important shouid conditions 
deteriorate further for ioans they are authorized to purchase, but that the financial 
markets may find undesirable. 
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Community bank mortgage portfolios are stable because of their conservative lending 
and underwriting practices. Community banks tend to originate standard 30- and 15- 
year mortgages.^ According to ICBA’s August 2007 data, community bank mortgage 
delinquencies are 20 percent to 30 percent lower than the national average for 
one-to-four family residential properties.^ As of June 30, 2007, the percent of past due 
and non accmal loans on the books of ICBA member banks also were lower than those 
on the books of all insured depositories.'* 

Unlike some lenders that are avoiding new mortgage loans, community banks continue 
to put more residential mortgages on their books. By June 30, 2007 ICBA members 
increased first lien mortgages on their books 2.7 percent over yearend 2006.^ This is 
nearly triple the rate of all insured depositories.® In addition to these loans, many 
community banks sold mortgages through secondary market sources. 

The Quarterly Banking Profile issued by the Federal Deposit Insurance Corporation 
(FDIC) based on second quarter 2007 data attests to the health and stability of the 
regulated financial services sector. The recent FDIC report shows that while insured 
institutions are facing challenges on the mortgage side of their businesses, commercial 
lending remains strong.^ Commercial and industrial (C & I) loans increased $51.3 
billion, or 4.1 percent, setting a quarterly record.® Lending to small business 
accelerated during the last 12 months.® Loans of less than $1 billion to C&l borrowers 
grew by $28.5 billion, or 9.6 percent, over last year.*® This is the largest increase for 
these loans in the 12 years for which growth data is available. 


^ ICBA Mortgage Hits $3 Billion Milestone, Community Banks Have Mortgage Money to Lend. ICBA Press 
Release, August 29, 2007 citing FDIC Quarterly Banking Profile Second Quarter 2007, vol 1, no. 2 
(August 22, 2007), More than 800 community banks originate servicing released mortgages through the 
partnership of ICBA Mortgage and Taylor Bean Whitaker. Many community banks also sell servicing- 
retained mortgages directly through the various government sponsored agencies and hold loans in their 
portfolios making community bank mortgage originations a strong sector in the marketplace, 

^ Id. Volume numbers reflect the period ending August 3, 2007 based on the loan originations of 826 
community banks using the ICBA Mortgage/Taylor Bean Whitaker mortgage program. The delinquency 
rate for these community banks is 3.5 percent. This number does not reflect all loans made by ICBA 
member banks, merely those placed through ICBA Mortgage. The average number of delinquencies 
nationally is based on the Mortgage Bankers Association March 2007 quarterly report showing national 
delinquencies at 4.84 percent. 

'* June 30 2007 Call Report and Thrift Financial Report. Federal Financial Institutions Examination 
Council, www.ffiec.gov as of August 24, 2007. 

Id. 

® See id. 

^ Mortgage Hits, ICBA Press Release, August 29, 2007. 

Id. 

® See id. 

See id. 
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Although the Quarterly Banking Profile reports a rise in charge-offs and non current 
loans, particularly residential mortgage loans, net interest income positively contributed 
to earnings and banks were able to increase loss reserves. Insured institutions have 
ample capital to help them through the current challenges. Slower but steady economic 
growth and an improving yield curve in the months ahead bode well for continued 
consumer and small business lending and thus the ongoing strength of community 
banks. 

Community Banks are Responsible Community Lenders 

When making mortgage loans, some lenders are concerned with which loan is best for 
the lender; community banks are concerned with which loan is best for the customer. 
Community banks generally do not make subprime loans with the characteristics that 
have led to recent problems, such as “teaser” rates, lack of appropriate documentation, 
and very high or unlimited limit reset payments and interest rates. As responsible 
community-based lenders, they require appropriate documentation of borrower income 
and do not make loans that compel borrowers to refinance or sell in order to remain 
solvent. Community banks do not have aggressive subprime marketing programs 
targeting particular low income areas or low income borrowers. However, they do help 
borrowers with non-traditional credit histories or imperfect credit. Commonly, 
community bank subprime loans are not sold into the secondary market, but are kept on 
portfolio. This permits the bank and the bomower to work out a solution if repayment 
problems arise. 

Comments Regarding Lending Practices 

ICBA has been generally supportive of efforts by banking regulators to provide 
additional guidance on nontraditional loan products. These products should have a 
limited place in the market, and are appropriate in limited circumstances and with clear 
disclosures in subprime lending. As the mortgage industry develops new finance and 
securitization methods, federal banking regulators must be vigilant in their introduction 
of revised regulations guiding the proper application of innovative mortgage products. 

An important distinction that must be recognized is the difference between subprime 
and predatory lending; failure to understand the distinction does a disservice to valid 
subprime borrowers and lenders. While predatory loans may have some attributes 
similar to subprime loans, legitimate subprime lending is an important tool to help banks 
reach less creditworthy borrowers. The failure of the mortgage market and the rise of 
predatory lending was due to legitimate subprime mortgage products being aggressively 
marketed to unsuitable borrowers as well as mortgage fraud, misrepresentation and 
other unlawful lending practices. 
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The goal of legitimate subprime lending is to provide a loan until the borrower’s credit is 
rehabilitated and the loan can be refinanced into a conventional loan product with better 
terms. For example, a community bank subprime mortgage would be made on average 
to a borrower with a FICO score under 620. The loan likely would be a true three-year 
adjustable rate mortgage with a cap of 6 percent change that can only move by 2 
percentage points up or down on any reset date.^’ Made responsibly, these are not 
problem loans. On the contrary, the borrower has the opportunity to (1) become a 
homeowner, (2) build equity in the home, (3) improve their credit history and (4) move 
into a prime loan. 

Escrow for Taxes and Insurance on Subprime Loans 

Loans to prime borrowers typically include escrow for taxes and insurance. Too often, 
escrow accounts have not been set up for subprime loans - particularly those with 
predatory characteristics. Borrowers have been unpleasantly surprised by additional 
tax and insurance costs not within their budget. If escrow helps prime borrowers meet 
their mortgage obligations, then it may be a tool that would help those with credit 
problems to budget for their annual tax and insurance payments. The inclusion of tax 
and insurance payments in the mortgage payment demonstrates the true monthly cost 
of a home. More importantly, it may serve as a “reality check” for overenthusiastic 
homebuyers by encouraging them to reevaluate whether they can afford the full cost of 
a home before purchase. 

ICBA is not opposed to requiring tax and insurance escrows for subprime loans, though 
we have concerns that this may result in added operating costs for smaller lender. 
Small lenders without escrow account services would need to establish a program. The 
additional cost of establishing and maintaining an escrow service may cause some 
small lenders to exit the subprime market, thus restricting the availability of subprime 
credit and reducing the number of responsible lenders offering subprime products. 

Requiring escrow accounts for aii loans, particularly prime loans, is neither necessary 
nor desirable. Banks need lending flexibility in situations where the timing of a 
borrower’s income makes monthiy escrow payments unattractive. For exampie, a 
borrower with income that depends on an annual commission may not want the monthly 
burden of tax and insurance escrow payments. A more sophisticated borrower may 
prefer to keep their monies in an interest earning account and pay their tax and 
insurance annually. ICBA believes that escrows for tax and insurance on prime loans 
should not be required, but dictated by the market and a borrower’s needs. 


” Gamble, Richard H. Picking Up the Pieces, Independent Banker , p. 44 (July 2007) quoting Larry Lyons, 
President of Central Bank located in Powhatan, VA. 
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Prepayment Penalties 

Prepayment penalties are not predatory per se. These penalties appeal to some 
customers who do not plan to move from their home for several years and would benefit 
from the accompanying lower interest rate. Generally, community banks do not write 
mortgages with prepayment penalties. 

ICBA is concerned by large prepayment penalties on subprime loans and supports clear 
disclosure of the existence of a prepayment penalty and its terms. However, ail 
prepayment penalties should not be prohibited. We would support limitations on 
prepayment penalties for adjustable rate mortgages to restrict the duration of the 
prepayment penalties and ensure that the borrower has the opportunity for penalty-free 
refinancing before the first rate adjustment. Merely banning all prepayment penalties 
may raise interest rates and limit product options for certain customers. 

Stated Income for Low Doc Loans 


Stated income loans, commonly referred to as low doc loans, have been used 
inappropriately by some lenders. Stated income loans should not be used casually, but 
limited to specific situations for particular borrowers, such as the self employed or 
borrowers who do not file traditional income tax forms. 

ICBA opposes a complete prohibition on stated income loans. The prudent solution is 
to allow federal banking regulators to provide guidance on the appropriate use of these 
loans. We support clear disclosure to the borrower specifying the type of loan, the 
income claimed on the application and informing the borrower that they have the option 
to fully document their income, which may produce better loan terms. 

Commonsense Underwriting and the Ability to Repay 


It is ICBA’s strong belief that lenders must take particular care to ensure full 
understanding of a subprime borrower’s repayment ability. ICBA supports the 
requirement that lenders underwrite loans to the fully indexed rate and fully amortize 
payments. As an industry, community banks generally are conservative underwriters 
and it is common practice to test a bon-owefs repayment ability under various repricing 
scenarios. 
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Traditionally, a borrower’s ability to repay was considered within an analysis of the “Four 
C’s’’: Capacity, Credit,'^ Capital^’’ and Collateral.^® As part of conservafive 
underwriting, community banks consider the borrower’s ability and willingness to repay 
the loan. The bank will consider sources of income, current debt and loan repayment 
history. The lender should make a determination that the borrowers can afford the 
property, have enough income to make monthly payments, can make regular payments 
and have a history of repaying borrowed money. 

Comments on Legislative Proposals 

Congress must consider prudent solutions that will assist the country in weathering the 
immediate crisis safely while transforming mortgage practices in the long term to avoid 
another foreclosure crisis in the future. Non-bank lenders should not continue to be free 
from regulatory scrutiny and bank-like supervision. To ensure that restrictions or 
requirements are effective in combating lending abuses, it is important they be imposed 
across the industry, including mortgage brokers and non-bank lenders. Without 
establishment of consistent bank-like supervision, non-bank lenders could easily return 
to predatory lending practices when the sting of the mortgage crisis passes. 

ICBA urges Congress not to increase the regulatory and reporting requirements for 
lenders that are already subject to effective oversight and supervision. This will merely 
penalize responsible institutions, like community banks, that are not predatory lenders 
and have not profited from predatory lending practices. 


'^ Capacity is the borrower’s ability to pay an obligation when due, normally determined by verifying salary 
given on a credit application and considering probability of continued employment. Fitch, Thomas. 
Dictionary of Banking Terms, Barron’s Pub. S'" Edition (2006). The traditional guideline is that mortgage 
principal, interest, taxes and insurance should not exceed 28% of gross monthly income. When 
combined with recurring monthly debts, such as car loans and revolving credit card payments, total 
monthly debt should not exceed 36% of gross monthly income. 

Credit is the confidence in the borrower’s ability or intention to fulfill financial obligations, usually 
determined by an analysis of the borrower’s credit history. Some lenders will also consider alternative 
credit history, including payments for utilities, car insurance, and past rental or mortgage history. Id. 

Capital is wealth such as money or property held by an individual indicating the amount of money saved 
to cover down payments, closing costs and able to serve as an economic buffer during the term of the 
loan. It may include checking and saving accounts, insurance policies, gifts, retirements accounts, 
stocks, bonds, and proceeds from sale of existing real or personal property. See id. 

Collateral is property pledged as security to ensure payment or performance of a loan or obligation. In 
bank lending it is generally something of value owned by the borrower. If the borrower defaults, the asset 
pledged may be taken and sold by the lender to fulfill completion of the original contract. See id. 
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Focus on High-Cost Loans, Not Specific Loan Options 

Federal bank regulators define high-cost loans as those having interest rates 8 percent 
higher than the specified Treasury security benchmark rate for first mortgages and 10 
percent higher on second mortgage loans.^® These loans are problematic because a 
seemly small rate change can make a substantial difference in payments. For example, 
a $300,000 prime loan at 6 percent costs $1,799 a month. At 9 percent interest rate, a 
high-cost loan costs $2,41 4 per month - an increase of $61 5 per month. When coupled 
with an adjustable rate, many subprime borrowers have inadequate income to absorb 
large payments increases common to high-cost adjustable loans. 

While not all subprime loans are predatory, predatory practices generally are associated 
with higher cost loans, not prime products. Efforts to stop abusive lending practices 
should not prohibit specific loan products created to meet the needs of lower income 
borrowers or first time homebuyers. Applied responsibly, these products help 
community banks meet credit needs and support economic development in their 
communities. Any new regulations intended to prevent predatory practices should focus 
on the high cost loans while preserving the availability of innovative lending options. 

Avoid Burdensome Licensing and Registration 

Community banks are among the most highly regulated financial institutions in the 
country. As regulated institutions they are subject to extensive oversight that dictates 
their lending and employment practices. It is unnecessary and unduly costly to require 
community banks to register and license their employees in order to rein in the 
unconscionable lending practices not found among regulated bank lenders. 

Community banks are subject to thorough onsite examination by the federal banking 
regulators every twelve to eighteen months. The exam focuses on all areas of bank 
operations, including lending procedures. If the examiners identify problem lending 
practices or if a bank is found in violation of consumer protection laws, including the 
Truth In Lending Act (TILA)'^ and Home Ownership and Equity Protection Act (HOEPA), 
then the bank will be subject to appropriate enforcement action. 


FRB Regulation Z, 12 CFR § 226.32 (2007). Regulation Z implements the Home Ownership and Equity 
Protection Act (HOEPA) which prohibits extending credit on home-equity loans without regard to a 
borrower's ability to pay. HOEPA restricts certain loan terms for high-cost loans because they are 
associated with abusive lending practices. These terms include short-term balloon notes, prepayment 
penalties, non-amortizing payment schedules, and higher interest rates upon default. 

"The Truth In Lending Act (TILA) requires lenders to disclose key terms in extension of credit, including 
finance charges, conditions, and the annual percentage rate. Credit terms must be disclosed clearly and 
conspicuously on all credit applications. TILA grants the right of rescission on all loans that grant the 
lender a security interest in the home. 
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Community Banks are Subject to Rigorous Employee Restrictions 

Regulated financial institutions are subject to employment and ownership restrictions of 
Section 19 of the Federal Deposit Insurance Act,’® This section prohibits any person 
who has been convicted of any criminal offense involving dishonesty’®, a breach of 
trust®", money laundering, or has agreed to enter into a diversion program in connection 
with a prosecution from owning or controlling, directly or indirectly an insured institution; 
or affiliating or participating directly or indirectly in the conduct of the affairs of an 
insured institution without prior written consent of the FDIC. This restriction applies to 
entry level employees as well as outside consultants. All FDIC-insured institutions must 
establish a pre-employment background screening that ensures that only applicants that 
meet this standard are employed at the bank. Upon applying for a job, the name of any 
potential employee is compared against each federal banking agency’s listing of 
individuals assessed civil monetary penalties or banned from banking. The penalty 
imposed on banks and individuals for violating Section 19 is a fine of up to $1 million for 
each day the violation continues or imprisonment for not more than five years or both. 

Community banks operate within a regulatory structure that identifies and removes bad 
actors. In 2006, the four federal bank regulators issued 868 enforcement actions 
against regulated financial institutions.®’ Of these, at least 110 were permanent bans 
from banking against bank employees.®® It may be prudent to extend such a program to 
non-bank lenders and independent brokers. Flowever, the creation of a new banking 
registration regime for regulated depository institutions is unnecessary and redundant. 


FDIC Financial Institution letter, FIL-46-2005. June 1, 2005. 

“Dishonesty" is defined as “directly or indirectly to cheat or defraud; to cheat or defraud for monetary 
gain or its equivaient; or wrongiy to take property lawfully belonging to another in violation of any criminal 
statute.” FDIC Statement of Policy for Section 19 of the FDIC Act, 63 Fed. Reg. 66, 177, 66,185 (1998). 

” “Breach of trust” is defined as “a wrongfui act, use, misappropriation, or omission with respect to any 
property or fund which has been committed to a person in a fiduciary or officiai capacity or the misuse of 
one’s official or fiduciary position to engage in a wrongfui act, misappropriation or omission." Id. 

The enforcement action lists for each federal regulator are publicly available at 
http://www.ffiec.gov/enforcement.htm. In 2006, the Federal Reserve reported 28 actions; 10 against 
individuals with 7 permanent prohibitions from banking. The Federal Deposit insurance Corporation 
(FDIC) reported 225 actions, including 117 against individuals and 88 permanent prohibitions. The Office 
of the Comptroller of the Currency (OCC) had 558 enforcement actions in 2006. Unfortunately, their 
public database does not separate institution versus individual enforcement actions and does not list 
permanent prohibitions. The Office of Thrift Supervision (OTS) reports 57 actions with 15 permanent 
prohibitions. 

“ See id. 
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Registration and Licensing of Employees is Costly and May Drive Community 
Banks Out of Lending 

Registration and licensing of all bank employees who have customer contact as part of 
the mortgage process would create substantial and unnecessary costs. A typical 
community bank has approximately $122 million in assets, 36 employees and 6.8 
branches.^^ In order for a bank of this size to function efficiently, employees must serve 
in multiple roles requiring customer contact. If the cost of employee registration and 
licensing is too high, some community banks will stop offering mortgage services. If a 
substantial number of banks chose to stop mortgage lending due to registration and 
licensing costs, ultimately the community will suffer from a restriction of available credit 
and a decline in the number of responsible lenders in the market. 

Registration and Licensing Requirements Should be Targeted 

Should the committee seek to impose registration and licensing requirements on bank 
employees, at a minimum the requirements should be sufficiently narrow to permit 
tellers, customer service representatives and administrative staff to assist customers 
without having to be registered or licensed. Currently, bank employees who are not 
dedicated loan officers may respond to a customer’s request for information regarding 
current interest rates and available mortgage services. They may accept mortgage 
applications either in person, by facsimile, or electronically. In banks without an in- 
house mortgage program, a non-loan officer employee may refer a customer to an 
outside lender. If registration and licensing requirements are applied to depository 
institutions, then the restrictions should be narrowly defined in order to allow small 
banks to operate efficiently and without impacting the customer-focused service at the 
heart of community banking. 

Conclusion 

ICBA supports the efforts of the House Financial Services Committee to investigate the 
causes that gave rise to the current credit crunch and to seek ways to protect subprime 
borrowers from unscrupulous brokers and lenders. We urge the committee not to 
impose additional burdens on those industry participants, such as community banks, 
that are responsible lenders and are essential to the rehabilitation of their communities 
in the midst of this crisis. 

On behalf of our members, ICBA appreciates the opportunity to offer this statement 
before the House Financial Services Committee concerning the important role of our 
nation’s community banks. 


ICBA Annual Demographic Report for 2006. Asset size and number of employees reflects the national 
median for all community banks. The number of branches is the national average for all community 
banks. 
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The National Association of Home Builders (NAHB) appreciates the opportunity to 
submit a statement on the House Financial Service Committee’s hearing on “Legislative and 
Regulatory Options for Minimizing and Mitigating Mortgage Foreclosures.” As the committee 
continues to advance legislation, and hold hearings to further examine this critical issue, NAHB 
looks forward to contributing in a positive way to seek solutions to alleviate the mortgage credit 
cmnch, provide stability to the markets and help a rising number of home owners avoid default. 

Background on Housing and Mortgage Credit Problems 

Turmoil in the subprime mortgage market spilled over into the broader housing and credit 
markets in August. Although these highly visible and very troubling financial market events 
have eased a bit, they are likely to continue with negative impacts on housing finance and home 
sales. 

What Happened? 

The causes of the current mortgage market turmoil can be found in the lax lending 
standards, high home price appreciation and strong demand for mortgage securities during the 
2004 - 2005 period. During this period, there was a proliferation of adjustable-rate mortgages 
(ARMs) featuring deeply discounted initial “teaser” interest rates, interest-only payment 
schedules or payment option contracts allowing monthly payments smaller than accrued interest. 
These ARM stractures were extended to nonprime borrowers, including bona fide “subprime” 
homeowners and investors/speculators intending to make a profit by flipping properties in 
markets with high home price appreciation. Many of these loans also included dangerous risk- 
layering practices such as “no-doc” features that waived verification of borrower income and 
debt ratios, as well as “piggy-back” second mortgages that often resulted in combined loan-to- 
value ratios up to 100 percent. 

Fueling the growth of such lending was a complex mortgage finance system that widely 
disbursed credit risk from the lender to the investor who ultimately bore the risk. Risk was finely 
calibrated through a risk continuum that was distributed geographically and vertically. The 
system involved mortgage lenders, conduits that packaged mortgages into exotic securities 
structures, financial rating agencies that rated securities for investment quality (sometimes 
inaccurately) and investors, both domestic and foreign, lured by above-market yields, 
particularly on subprime loans. 

The system worked well until house price appreciation faltered and mortgage rates began 
climbing in the latter half of 2006. Subprime borrowers were especially hit hard, jolting many 
into delinquency or foreclosure as they were unable to meet higher mortgage payments after their 
loans “resef ’ to higher rates or could not refinance due to a lack of equity in their homes or a 
prepayment penalty. As a result, the delinquency rate on subprime ARMs increased to 16.95 
percent in the second quarter of this year, compared to 5. 12 percent for the overall mortgage 
market as reported by the Mortgage Bankers Association’s National Delinquency Survey. The 
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rise in delinquencies has also spread to other mortgage products, including Alt-A ARMs and 
prime piggy-back second mortgages. 

As investors around the globe suddenly realized that they did not understand the risks of 
the mortgage securities they were holding, valuation of these securities became difficult or 
impossible to determine. Investor confusion affected all mortgage products not backed by the 
federal government (FHA or VA loans) or the government-sponsored enterprises (Fannie Mae 
and Freddie Mac). First, the subprime market seized up, which then spread to Alt-A ARMs and 
the jumbo market - loans to credit-worthy borrowers with loan amounts greater than $417,000, 
the Fannie Mae and Freddie Mac loan purchase limit. 

Consequences 

There have been some significant shifts in the mortgage and housing landscape as 
mortgage credit problems continue to work through the market. First, lax underwriting and 
dangerous risk-layering practices that proliferated during the housing boom are gone due to 
tighter underwriting standards imposed by federal and state banking regulators. These loans 
must now be underwritten at the fully indexed rate, which has removed potential buyers from the 
market who can not qualify under the more stringent standards. 

In contrast, there has been a resurgence in the FHA, VA and conforming conventional 
markets. These markets remain liquid, although spreads to Treasuries have widened a bit due to 
the world-wide flight-to-quality that has pushed down Treasury yields. As discussed further 
below, NAHB supports efforts to strengthen the roles of FHA, Fannie Mae and Freddie Mac in 
addressing the recent mortgage foreclosure problems. The situation in the jumbo market has 
improved slightly since August - when the market actually shut down - as some large lenders 
have announced that they are still in the jumbo market, but at rates that are still a good bit higher 
than the typical spread to conforming loans. 

While liquidity conditions have eased a bit recently, this summer’s disruptions have 
caused and will continue to cause problems in sectors of the housing market not immediately 
affected by the specific events. For instance, if fewer subprime borrowers are in the market, 
fewer homes will be sold, leaving the large vacant housing inventory little room to contract. If 
home owners with good credit cannot sell their homes, they will not purchase a new home. In 
addition, the psychological impact on potential home buyers has caused and will continue to 
cause them to refrain from entering the market, which will continue to put downward pressure on 
home prices thereby providing additional reasons to remain on the fence. 

Impact on Housing Sector and the Economy 

Tighter Mortgage Lending Standards 

NAHB’s members and their customers have been significantly impacted by the mortgage 
market upheaval and there is deep concern that the dislocations in the financing markets will 
increase the depth and length of the housing downturn. 
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In a national survey conducted this month by NAHB, 62 percent of builders reported that 
more restrictive mortgage lending standards have adversely impacted their sales. In the western 
region of the country the proportion affected was 75 percent and 88 percent of builders 
producing 100 or more units a year cited negative sales impacts. In comparison, in March 2007, 
only 33 percent of builders were noting sales problems due to financing stresses. 

In terms of the degree of impact on sales, builders citing financing troubles reported an 
average sales decline of 32 percent, more than double the 1 5 percent slide registered in March. 

A third of the builders reported sales declines of 10 to 24 percent, 27 percent said their sales 
were down 25 to 49 percent, and 31 percent experienced a drop in sales of more than 50 percent. 

The constriction in mortgage credit also contributed to sales cancellations. Overall, 36 
percent of the builders surveyed in September said they had contracts cancelled because buyers 
were unable to qualify for a mortgage. This was up from 28 percent back in March. Again, 
builders in the west repotted the most negative results, with 49 percent repotting lost sales, and 
an overwhelming portion, 88 percent, of builders producing 100 or more units annually repotted 
contract cancellations. Regarding the scale of cancellations, 44 percent of the builders surveyed 
said their sales pipeline shrunk by 10 to 24 percent. 

Consistent with most other assessments of mortgage market conditions, builders 
attributed the highest financing problems to the subprime component of the market, while 
assigning the fewest difficulties to prime conforming loans. 

Availability of Housing Production Credit 

The problems experienced in the home mortgage market, along with the widespread 
slump in housing demand, seem to be emerging as well in markets where builders obtain 
production financing. In September, the proportion of builders reporting deterioration in the 
availability of credit increased sharply for all types of housing production loans. Those citing 
worse (relative to the second quarter) availability of land acquisition loans rose from 19 to 26 
percent; builders reporting poorer availability for land development loans increased from 21 to 
27 percent; those experiencing tighter availability for single family construction loans jumped 
from 13 to 27 percent; and, builders having less favorable credit availability for multifamily 
construction loans moved from 8 to 1 8 percent. 

The Housing Outlook 

The forecast for housing activity has undergone a nunrber of downward revisions as the 
bad news has compounded. NAHB is currently projecting new single family home sales to 
bottom out in the first quarter of 2008 at an annual rate of 775,000 units and to experience some 
moderate improvement in the remainder of next year. Under that scenario, new home sales 
would total 843,000 in 2007 and 820,000 in 2008. That forecast, however, is based on the 
assumption that, while reduced availability of subprime loans and generally tighter underwriting 
standards for all mortgage loans will be ongoing issues, the current mortgage market dislocations 
affecting jumbo mortgages do not persist. If that turbulence continues and spreads to the 
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conforming markets, then all bets are off and the housing sales slump could extend much longer 
and deeper, seriously damaging overall economic performance. 

In NAHB’s forecast, single family housing starts reach a trough in the second quarter of 
2008 at an annual rate of 940,000 units and begin registering a modest recovery in the second 
half of that year. Single family housing starts are expected to total 981,000 in 2008, down 1 1 
percent from the 1 . 105 million units expected to be started in 2007. Single family starts had 
topped 1.7 million units in 2005 and approached 1.5 million as recently as 2006. 

NAHB Recommendations 


Federal Reserve Policy 


NAHB applauds the actions the Federal Reserve has taken thus far to quell the mortgage 
credit crunch. On August 17 the Fed lowered the discount rate by 50 basis points and eased 
borrowing terms on direct loans to banks from the discount window, including an extension of 
term financing up to 30 days and an expansion of collateral for discount window borrowings 
including home mortgages. The move signaled the Fed’s willingness to act quickly to restore 
orderly conditions to financial markets and its growing concern about the impact of financial 
market disruptions on economic growth. This represented a significant shift in the Fed’s 
outlook, which as recently as the August 7 Federal Open Market Committee (FOMC) meeting 
had cited inflation as the key risk to the economy. 

The Fed’s policy shift was reinforced by its aggressive actions at the September 18 
FOMC meeting where it slashed both the federal funds and discount rates by 50 basis points. 
More importantly, in the statement accompanying these actions, the Fed stated “the tightening of 
credit conditions has the potential to intensify the housing correction and to restrain economic 
growth. Today’s action is intended to help forestall some of the adverse effects on the broader 
economy that might otherwise arise from the disruptions in financial markets.” The statement 
also stressed the Fed’s growing concerns with the impact of financial market turmoil on 
economic growth. “Developments in financial markets since the [FOMC’s] last regular meeting 
have increased the uncertainty surrounding the economic outlook. The Committee [FOMC] will 
continue to assess the effects of these and other developments on economic prospects and will 
act as needed to foster price stability and sustainable economic growth.” This is the clearest 
statement yet that the Fed will not let the housing and mortgage market problems develop into an 
economic recession. 

NAHB heralds the Fed’s latest policy move and is heartened by the prospect of further 
actions if needed. The Fed’s rate cuts will help the economy to gain strength and the housing 
market to recover. 
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Regulatory Recommendations 

Federal Housing Administration 

On August 3 1 , President Bush announced the FHASecure initiative, which is designed to 
help the Federal Housing Administration (FHA) enable homeowners to refinance various types 
of adjustable rate mortgages (ARMs) that have recently “reset.” The President also announced 
FHA’s plan to implement a risk-based mortgage insurance premium structure. 

NAHB believes that FHASecure and risk-based mortgage insurance premiums for the 
FHA’s single family mortgage insurance program will help address the needs of thousands of 
homeowners who currently have conventional adjustable rate mortgage loans and who are 
facing, or expect to face, financial hardship because of the interest rate reset provisions of then- 
loans. 

FHASecure 

Under FHASecure, borrowers who are dehnquent on their mortgages as a result of 
interest rate resets will now be able to refinance using an FHA-insured mortgage. In many cases, 
homeowners may be permitted to include mortgage payment arrearages into the new loan 
amount, subject to existing mortgage limits and the loan-to- value limit shown below. 

Previously, only borrowers who were current on their existing loan were allowed to refinance 
into an FHA-insured mortgage. 

The FHA will permit the inclusion of the existing first lien, any purchase money second 
mortgage, closing costs, prepaid expenses, discount points, prepayment penalties, and late 
charges. The FHA will also permit arrearages (principal, interest, taxes and insurance) to be 
added into the new loan amount. 

If the new maximum FHA-insured loan is insufficient to pay off the existing first lien, 
closing costs and arrearages, the lender may execute a second lien at closing to pay the 
difference. The combined amount of the FHASecure first mortgage and any subordinate lien 
may exceed the applicable FHA loan-to-value ratio and geographical maximum mortgage 
amount. If payments on the second are required, they must be included when qualifying the 
borrower. 

As a further indication that FHASecure is intended to address the immediate interest rate 
reset crisis that many homeowners are facing, mortgage applications must be signed no later than 
December 31, 2008. 

Risk-Based Mortgage Insurance Premiums 

As stated previously, the President also announced that HUD would be undertaking a 
rulemaking process to implement risk-based mortgage insurance premiums for borrowers who 
receive an FHA-insured mortgage loan. 
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Under the current structure, in which all borrowers pay the same mortgage insurance 
premium, the default risk to the Mutual Mortgage Insurance Fund for less creditworthy 
borrowers is offset by the lower default risk of the program’s more creditworthy borrowers. In 
anticipation of the increased likelihood of default by homeowners who have FHA-insured loans, 
the Administration’s FY2008 budget proposed to increase the up-front MIP to 166 basis points 
while also increasing the annual MIP to 55 basis points. 

NAFIB believes that the FFIA can effectively serve a broad range of borrowers while 
acknowledging that the risk of default varies widely. In fact, some delineation in credit risk is 
necessary if the FHA is going to prudently provide an alternative to subprime borrowers who 
cannot currently get reasonable loan terms on conventional mortgages. 

By setting insurance premiums that are commensurate with credit risk will, the FHA 
program will be opened to borrowers who have accepted onerous and possibly predatory terms 
on alternative forms of financing and who are shut out of the mortgage market by a tightening of 
qualification criteria. 

The current statutory framework offers HUD flexibility in setting risk-based MIPs for 
FHA-insured loans that the agency has never employed. In addition, proposals that are currently 
before Congress would increase the up-front and annual mortgage insurance premium ceilings 
under most circumstances, which would provide even more flexibility in this area. 

Mortgage Lending Regulation 

NAHB supports directing financial institutions to have appropriate and pmdent 
underwriting standards, risk management practices, and consumer disclosures. NAHB further 
supports the regulators’ ability to take remedial action against institutions that fail to adhere to 
safe and sound standards, exhibit predatory lending practices or violate consumer protection 
laws. However, NAHB’s support is conditioned on the regulators exercising care in the banking 
supervision/examination process to avoid unnecessarily reducing the flow of mortgage credit, 
limiting consumer mortgage options, or raising housing credit costs for qualified home buyers. 
Any regulations developed to reform mortgage lending practices should not include provisions 
that would inadvertently or unnecessarily disrapt the mortgage lending process, limit consumer 
financing options, or increase the costs or reduce the availability of mortgage credit. 

For example, the banking regulators recently issued the Statement on Subprime Mortgage 
Lending (the Statement). Subprime mortgage products have varying risk profiles, underwriting 
standards and borrower demographics. A financial institution’s risk management protocol may 
vary on par with its mortgage offerings and we have encouraged the regulators to make 
accommodations for such circumstances so long as the institution is conducting its mortgage 
operation in a safe and sound manner and provides adequate financial disclosures to consumers. 
The rigid application of the Statement would be inconsistent with the flexibility that is essential 
for certain specialized types of lending activity. Therefore, the Statement, and any other policy 
statements or regulations going forward should provide sufficient flexibility so that a financial 
institution could underwrite subprirae loans using realistic expectations of interest rate trends and 
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future borrower income, as long as these factors are supported by appropriate documentation and 
review. 


In addition, it is important that efforts to ensure pradent mortgage lending and risk 
management practices as well as adequate consumer disclosures are comprehensive and uniform 
for all institutions and organizations that are involved in providing mortgage credit. Institutions’ 
control systems encompass both institution personnel and applicable third parties, such as 
mortgage brokers and correspondents. Institution compensation programs should avoid 
providing incentives that are inconsistent with prudent underwriting or that steer consumers to 
suhprime loans to the exclusion of other products for w'hich the borrower may qualify. 

NAHB believes that continued coordinated regulatory efforts among federal and state 
agencies is necessary to ensure prudent lending practices and effective consumer protections 
while facilitating efficient operation of the residential mortgage markets. 

GSE Regulatory Actions 

NAHB strongly supports our nation’s housing government-sponsored enterprises (GSEs). 
The two oldest GSEs, Faimie Mae and the Federal Home Loan Bank System, were created 
during the Great Depression to address liquidity problems such as those now occurring in the 
suhprime market. Freddie Mac, the youngest GSE, was created for a similar purpose in 1970. 
Under the present regulatory structure, the Office of Federal Housing Enterprise Oversight 
(OFHEO), regulates the safety and soundness of Fannie Mae and Freddie Mac, while the Federal 
Housing Finance Board (FHFB) regulates the Federal Home Loan Banks. NAHB believes there 
are actions these regulatory bodies can, and must, take that would allow the GSEs to enhance 
their roles in alleviating the current mortgage crunch. 

GSE Portfolio Limits 

Fannie Mae and Freddie Mac are presently constrained in meeting their liquidity missions 
hy caps on their investment portfolios that were put in place by OFHEO to address safety and 
soundness concerns. Fannie Mae’s portfolio cap, established by a May 2006 consent order with 
OFHEO, is fixed at $727,7 hillion, however, it can be adjusted to address market dislocations, 
Freddie Mac’s cap, established hy a voluntary agreement between Freddie Mac and OFHEO, is 
presently $728. 1 billion. (In contrast to Fannie’s cap, Freddie’s cap allow for 2 percent aimual 
growth, or 0.5 percent per quarter). 

The portfolios are critical to the GSEs’ mission of maintaining liquidity in the mortgage 
markets. In August, Fatmie Mae requested a 10 percent increase in its portfolio cap which had 
swelled to $729.8 hillion at the end of July. OFHEO rejected this request, hut said it would keep 
such requests under active consideration. 

NAHB, along with the Mortgage Bankers Association and the National Association of 
Realtors, has urged OFHEO Director James Lockhart to reconsider a temporary increase in these 
portfolio limits to help stem the current mortgage crisis. In a letter dated August 13, our 
organizations proposed that an increase in the portfolio caps should he appropriately targeted to 
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assure that the GSEs use the increased capacity to help meet the most urgent credit needs, 
including private label MBS market and mortgages for creditworthy families who would 
otherwise find it difficult or impossible to obtain a mortgage. Further, we believe that the 
authority should be consistent with safety and soundness and include appropriate conditions 
concerning how long this new capacity will be available to the GSEs, the specific size of the 
increase, types of assets eligible for purchase, appropriate reporting and monitoring provisions 
and a reasonable schedule for returning to the current limits to avoid future disruptions to the 
mortgage market. 

On September 19, OFHEO announced that, while it still believes it is not prudent at this 
time to allow any major increases in Fannie Mae’s or Freddie Mac’s portfolios, it will take a 
series of steps to provide more portfolio flexibility for the enterprises. OFHEO provided a more 
liberal definition of the portfolio caps, which will add roughly $7 billion to the previous 
maximums. The regulator also initiated changes that will eliminate the need of the enterprises to 
maintain their portfolios at levels that provide a cushion below the cap. In addition, Fannie Mae 
will be allowed the same moderate quarterly cap growth already accorded Freddie Mac, 

OFHEO stated that these steps, in conjunction with Fannie Mae’s and Freddie Mac’s 
capacity for portfolio management and mortgage securitization, will enable the enterprises to 
each purchase or securitize $20 billion or more of subprime mortgages, refinanced mortgages for 
borrowers with lower credit scores, and affordable multifamily housing mortgages. OFHEO will 
require Fannie Mae and Freddie Mac to file monthly reports detailing impact of the portfolio 
changes on their purchases of the targeted mortgage types, 

NAHB is pleased with OFHEO’s action and looks forward to Fannie Mae’s and Freddie 
Mac’s development of new and expanded programs for the areas of the mortgage marketplace 
that are in need of resuscitation. As stated in our letter to OFHEO, NAHB continues to believe 
even greater portfolio relief is needed and warranted and supports prompt removal of the caps 
when the enterprises complete their remediation efforts, which should occur in the near future. 

Proposed Conforming Loan Limit Guidance 

OFHEO has issued Proposed Guidance on the conforming loan limit calculations for 
Fannie Mae and Freddie Mac that would incorporate declines in the home price index in the 
aimual conforming loan limit calculation. NAHB strongly opposes the Proposed Guidance and 
urges OFHEO to withdraw it. Given current market conditions, now is not the time to be 
considering declines in the conforming loan limit. 

Under current law, the conforming loan limit is adjusted aimually on the basis of the 
October-to-October percent increase in the average home price index computed by the FHFB. 
Fannie Mae and Freddie Mac are restricted from purchasing loans above the conforming loan, as 
provided in their chatters. Conforming loans often carry interest rates 25 to 50 basis points 
lower than rates on nonconforming loans. The conforming loan limit also impact limits for loans 
insured by the Federal Housing Administration (FHA) or guaranteed by the Department of 
Veterans Affairs (VA). 
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OFHEO’s proposed guidance would require that a decline in the price index be deferred 
for a year and then netted out from the following year’s increase in the loan limit. If, instead, the 
index declines in the following year, the limit is adjusted by the previous year’s decrease the 
latter decline is deferred to the next year. Declines of less than one percent would be deferred 
until the cumulative declines from fature yeaifs) exceeds one percent. Loans that were within 
the conforming loan limit at the time of origination would be grandfathered over the life of the 
loan, regardless of whether the loan limit declines below the limit at origination. 

OFHEO has stated that the conforming loan limit for 2008 will not be reduced, regardless 
of what happens to the FHFB October price index. Despite these assurances, NAHB believes 
that guidance which provides for a possible decline in the conformrng loan limit is bad public 
policy and must be withdrawn, NAHB supports the current method for calculating loan limits 
based on the annual percent increase in the FHFB housing price index. When the index has 
declined the loan limit has remained luichanged and the decrease has been netted out of future 
increases. The current system has worked well for home buyers, builders, lenders and other 
market participants. Moreover, it is consistent with current statutory requirements. 

Federal Home Loan Bank System 

NAHB is a strong supporter of the Federal Home Loan Bank (FHLBank) System. 
NAHB’s members are primarily small businesses with limited capital of their own who rely on 
the FHLBank System for credit to develop land and build homes. For example, more than 90 
percent of all loans for residential land acquisition, development and construction (AD&C) come 
from commercial banks and thrifts, many of which are FHLBank members. 

NAHB regards the triple-A rated FHLBank System as a critical element of the housing 
finance system. The FHLBanks provide a dependable and less expensive source of liquidity 
during all business cycles, and especially during this difficult juncture. The FHLBanks have 
shown outstanding responsiveness to credit needs in their districts as evidenced by the increased 
use of FHLBank advances. Advances for the month of August grew to $769 billion, up $1 10 
billion, or 16.6 percent from July 3 1 levels. By comparison, the advances for the first half of 
2007 grew a total of $2.7 billion. 

This news further highlights the very positive role of the FHLBanks in supplying credit 
during the current mortgage market difficulties. Going forward, NAHB urges that the 
FHLBanks should not be restricted in expanding their advance business to meet liquidity needs. 
Furthermore, the limit on their investments in mortgage-backed securities should be increased. 

With regard to subprime assistance, the current Federal Housing Finance Board 
regulations for the FHLBank Affordable Housing Program (AHP) should be revised to allow 
more flexibility for the use of AHP funds for refinancing loans for subprime borrowers. 

Fannie Mae and Freddie Mac Efforts to Ease the Mortgage Crisis 

Throughout the current turmoil in the subprime and jumbo mortgage markets, Fannie 
Mae and Freddie Mac, have continued to provide liquidity for mortgage loans that fall within the 
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loan limit that constrains these two government sponsored enterprises. Evidence of this is seen 
in the stability of interest rates and in the terms of the loans being offered to borrowers whose 
loans are in turn sold by lenders to Fannie Mae and Freddie Mac, 

Earlier this year, Fannie Mae announced its HomeStay™ Initiative, which adds flexibility 
to Fannie Mae’s suite of prime mortgage loans that are aimed at serving the needs of borrowers 
with slightly blemished credit who may have previously received subprime loans or adjustable- 
rate loans with onerous terms. Through its automated underwriting tools, Fannie Mae has 
emphasized the range of low- and no-downpayment loans that are available with repayment 
terms extending as long as 40 years. Well-qualified borrowers can also obtain interest-only 
loans for limited terms, 

Freddie Mac has also continued to emphasize its willingness to purchase fixed- and 
adjustable-rate Alt-A loans at market rates to borrowers who meet Freddie Mac’s credit risk 
criteria. 

All of the mortgage loan products offered by Fannie Mae and Freddie Mac require that 
lenders carefully evaluate the ability of each applicant to repay the loan based on their current 
income and, in the case of an adjustable-rate loan, to assure that applicant will be able to 
continue to meet the repayment obligation at the fully indexed interest rate. It should be noted 
that these efforts by Fannie Mae and Freddie Mac are clearly aimed at assisting owner occupants 
and are not intended to bail out investors or real estate speculators. 

In those cases where homeowners cannot continue to meet their mortgage loan 
obligations, both Fannie Mae and Freddie Mac are encouraging loan servicers to pursue 
workouts, settlements or short sales with these borrowers. Freddie Mac, for example, is 
providing financial incentives to servicers who successfully work with borrowers to avoid 
foreclosure. 

Legislative Recommendations 

Enact Legislation to Revitalize the Federal Housing Administration 

NAHB appreciates the significant level of bipartisan support for meaningful FHA reform 
that was shown in the passage of H.R. 1852, the Expanding American Homeownership Act of 
2007, in the House of Representatives on September 18 by a vote of 348-72. 

In recent years the FHA has been unable to respond fully to borrowers’ needs because of 
statutory constraints, and the ongoing turmoil in the subprime market has greatly increased the 
urgency for enactment of FHA revitalization legislation. FHA’s share of the market fell from 18 
percent in 1990 to less than 4 percent in 2006. FHA’s descent steepened in the latter stages of 
that period as competing subprime mortgage loan programs lured many borrowers into less 
advantageous mortgages. 

Passage of H.R. 1 852 is an important step forward to address problems in the subprime 
mortgage market and help creditworthy borrowers to obtain home loans at prices and terms they 
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can afford. In particular, NAHB is pleased that the House adopted the NAHB-supported 
amendment offered by Reps. Barney Frank (D-Mass.), Gary Miller (R-Calif ) and Dennis 
Cardoza (D-Calif.) that will enable more creditworthy borrowers to purchase an FHA-insured 
home in many high-cost metropolitan markets. Currently, the FHA loan limit is too low to 
enable many potential home buyers to utilize the FHA program in areas where housing costs run 
high. 

The House-passed bill also contains a number of other important provisions that will give 
the FHA the tools it needs to deliver the range of mortgage products it needs to meet its mission 
objectives more effectively. Specific provisions that NAHB supports include: 

• Grant the FHA authority to establish greater flexibility in setting downpayment 
requirements for its single-family programs. 

• Revise FHA requirements for condominium loans, which are often burdensome and 
differ significantly from mortgage loans for detached single-family homes. 

• Allow the FHA to establish a risk-based mortgage insurance premium pricing structure 
that rewards higher-risk borrowers who establish a track record of timely payments, 

• Permit the FHA to extend the maximum loan maturity to 40 years to enable borrowers to 
reduce their monthly mortgage payments. 

• Give the HUD secretary increased flexibility to increase the FHA multifamily mortgage 
loan limits in high cost areas. 

• Allow the FHA to insure more “reverse mortgages” and increase the maximum loan 
amount. 

We look forward to working with members of this Committee and the Senate Banking 
Committee to ensure passage of comprehensive FHA modernization legislation in this Congress. 

Enact GSE Regulatory Reform Legislation 

Congress must pass GSE regulatory reform legislation as quickly as possible. It is time 
to remove the cloud of reform that has been hovering over the GSEs for the past 4 years and 
inhibiting them from doing their important housing missions that are so critical to resolving 
today’s mortgage credit crisis. 

NAHB supports H.R. 1427, the Federal Housing Finance Reform Act of 2007, which was 
passed by the House in May with strong bipartisan vote of 313-104. NAHB believes that H.R. 
1427 appropriately responds to financial safety and soundness concerns of the GSEs, while 
protecting and advancing their crucial housing missions, NAHB urges the Senate to pass similar 
legislation soon. 
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Importantly, H.R. 1427 provides for an increase for the conforming loan limit in high 
cost areas which will allow Faimie Mae and Freddie Mac to buy and package loans on properties 
in areas where they are currently unable to do so because house prices and mortgage amounts 
exceed the one national limit. This will provide much needed mortgage credit for borrowers in 
these area where the availability of jumbo loans effectively has dried up. 

In addition to this provision, other key areas addressed in H.R. 1427 include; 

• Portfolio - Restricts the types of risks that the regulator should consider in regulating the 
enterprises’ portfolios to those based on safety and soundness to the enterprises, rather 
than broader concerns such as systemic risk. 

• Minimum Capital - Directs the regulator to review any increases in minimum capital and 
to rescind such increases when the factors that led to the temporary increase are 
successfully resolved or no longer present. 

. Affordable Housing Fund - Provides for the creation of an affordable housing fund 

(AHF) to support affordable housing efforts. The bill ensures that applicants demonstrate 
both the experience and the capacity to successfully and efficiently employ funds, and 
that the AHF selection process puts funds to the most effective use. 

Tax Code Modifications 

Another consequence of the mortgage crisis is the possible tax effect on struggling 
homeowners. Section 108 of the Internal Revenue Code requires any discharge of indebtedness 
(credit cards, student loans, mortgages, etc.) to be includable in taxable income. Note that this 
does not apply if the taxpayer is insolvent or has declared bankruptcy under Title 1 1 . With 
respect to mortgages, this tax arises in several situations. Most mortgages are held as recourse 
(personal liability) debt. For such debt, tax liability may be generated as a result of foreclosure, 
If the fair market value of the homeowner’s residence is less than the outstanding mortgage 
principal, then in most cases the lender will discharge or forgive this difference as part of the 
foreclosure process. This amount is considered forgiven debt and is taxed at ordinary income tax 
rates. Similarly, if the homeowner coordinates with the lender a short sale with debt forgiveness 
or restructures an existing mortgage to ensure reduced future payments (through principal or 
interest rate reduction), then the discharged debt amount is also taxed at ordinary income tax 
rates. 


For homeowners holding mortgages characterized as non-recourse debt, as is often the 
case in California and in limited cases in other states, a different tax consequence results from 
foreclosure. For homes with a fair market value less than the outstanding mortgage principal, the 
taxable income due to foreclosure is equal to outstanding principal minus the tax basis of the 
residence, with the net amount taxed as capital gain income. For many homeowners, this will 
result in no increase in tax liability because the Section 121 principal residence gain exclusion 
may apply ($250,000 for single taxpayers and $500,000 for married taxpayers). However, if 
non-recourse debt is forgiven by a lender as part of coordinated short sale, then the discharged 


- 13 - 



270 


debt is taxed as ordinary income as in the situation with recourse debt. This ordinary income tax 
treatment applies to workouts with debt forgiveness as well. 

Proposals that provide for an exclusion from Section 108 for debt associated with 
residences have several beneficial effects. First, for holders of non-recourse mortgages, the 
existing tax rules encourage many struggling homeowners to prefer foreclosure over workout 
with lenders. This means the existing tax rules create a bias to moving homeowners out of their 
homes and increasing the inventory of the housing stock on market. Second, for taxpayers who 
are solvent, the potential increase in tax liability discourages homeowners from seeking 
restructuring agreements from lenders, a preferred situation for homeowners, lenders and 
neighborhoods. For these reasons. Congress should provide an exclusion for personal residence 
debt from Section 108 as a means of encouragmg market-based restructuring between lenders 
and homeowners and discouraging foreclosures. 

Avoid Excessive Mortgage System Restraints 

The federal banking regulators have taken sigmficant steps to address shortcomings m 
mortgage underwriting and consumer disclosures through statements on nontraditional and 
subprime mortgage lending. These guidelines have also been adopted by organizations 
representing state and local banking and mortgage lendmg regulatory bodies. In addition, the 
Federal Reserve is contemplatmg further changes to mortgage lendmg requirements related to 
the Home Ownership and Equity Protection Act (HOEPA) and the Administration has 
announced plans to release new requirements under the Real Estate Settlements Procedures Act 
(RESPA). On the legislative side, a number of bills have been introduced in Congress to address 
concerns with mortgage lendmg practices and consumer protections and disclosures in the 
current mortgage finance system. 

NAHB has endorsed the banking regulators statements on nontraditional and subprime 
mortgage lendmg and supports additional efforts to ensure that mortgage loans are prudently 
underwritten and managed and that consumers are adequately informed of mortgage borrowing 
choices, including the benefits and risks of those choices. However, NAHB also cautions against 
over-reactions that would result in excessive, redundant or conflicting measures in these areas. It 
would be counter-productive to enact legislation or implement regulations that would 
unnecessarily reduce the flow of mortgage credit, limit consumer mortgage options, or raise 
housing credit costs for qualified home buyers. 


NAHB appreciates the opportunity to provide this statement to members of the 
Committee. NAHB looks forward to working further with members of Congress, regulatory 
agencies and other mterested parties to find solutions to alleviate the mortgage credit crunch, 
provide stability to the housing and financial markets and help a rismg number of home owners 
avoid losing their most important asset - their home. 
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On behalf of 1 .35 million members of the National Association of REALTORS® , we present our 
views on the federal role in mitigating and minimizing mortgage foreclosures. NAR represents a 
wide variety of housing industry professionals eommitted to the development and preservation of 
the nation’s housing stock and making it available to the widest range of potential homebuyers. 
The Association has a long tradition of support for innovative and effective federal housing 
programs and we have worked diligently with the Congress to fashion housing policies that 
ensure federal housing programs meet their mission responsibly and efficiently. 

The current crisis in the mortgage market is troubling to all of us. In 2006, 1.2 million families 
entered into foreclosure, 42 percent more than in 2005*. Abusive lending, exotic mortgages and a 
dramatic rise in subprime lending - coupled with slowing home price appreciation - have all 
contributed to this crisis. 

The National Association of Realtors® supports a number of short-term, intermediate and long- 
term actions needed to address the current crisis and minimize the likelihood that the nation faces 
such a situation again. 

Remedies for the Current Crisis 


Increased FHA Loan Program Flexibility. NAR supports changes to the FHA loan program 
recently announced by the President to allow homeowners with loans they can no longer afford 
to refinance into an FHA loan product FHASecure will allow homeowners with good credit to 
refinance their existing loans with FHA loans, even if they are not current on their existing loans. 
These borrowers will have to have proven good payment histories prior to the interest rate reset 
on their current loans, and will have to meet all other FHA underwriting criteria. 

FHA products are safe, thanks to appropriate underwriting and loss-mitigation programs, and 
fairly priced without resorting to teaser rates or negative amortization. It is predicted that 
FHASecure will assist 240,000 households who otherwise would face foreclosure. 

In April of this year the National Association of REALTORS® sent a letter to HUD Secretary 
Alphonso Jackson asking for regulatory action to allow FHA to refinance loans that were in 
delinquency. We applaud the Administration for making this welcomed change 

Mortgage Cancellation Relief. The National Association of REALTORS® has also been a 
strong advocate for mortgage cancellation relief. NAR believes that Congress should provide tax 
relief to borrowers in the event a lender excuses some portion of a mortgage debt. Current law 
provides tax relief for owners of investment real estate when some portion of their mortgage debt 
is forgiven. No tax relief mechanism has ever been available, however, for owner-occupied 
residences. Today’s market conditions and fimdamental fairness make such a mechanism 
essential. 


A Flood of Foreclosures, But Should Y ou Invest?, Market Watch, February 1 8, 2007, 
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The policy considerations that support tax relief arise from questions about taxing phantom 
income. When a residence is sold, a seller may experience a so-called “short sale” in which the 
proceeds realized from sale are insufficient to cover the outstanding balance on the mortgage. A 
lender might forgive the shortfall amount, but, under current law, the individual would still be 
required to pay tax, even though there is no cash with which to pay it. Similar situations could 
arise on a foreclosure. As a matter of policy, tax writers have generally tried to assme that there 
is no tax on phantom income in cases when the individual has generally complied with tax laws. 
The current phenomenon of short sales and foreclosme generates phantom income that should 
not be taxed. 

Current law provides an asymmetric result for taxation on the sale of a principal residence. There 
are only two instances in which an individual will pay tax on the sale of a principal residence. 
The truly fortunate will pay tax only if their gains exceed $250,000 ($500,000 on a joint return). 
The tax on any amount in excess of $250,000/3500,000 is imposed at capital gains rates. The 
other category of individuals who pay tax on the sale of a principal residence are the truly 
unfortunate who must pay tax on the phantom income generated when they sell for less than they 
owe or lose their home through foreclosure. To add insult to injury, the phantom income is taxed 
at ordinary rates. 

Fundamental fairness would dictate that those who sell their properties in situations where there 
is true economic loss should be relieved of any requirement to pay tax, just as most individuals 
who benefit from a true economic gain are relieved of any requirement to pay tax. 

NAR supports H.R. 1876 (and its companion, S. 1394), bipartisan legislation that would provide 
mortgage cancellation tax relief The legislation includes many safeguards to prevent abuses, 
and NAR is working with tax staff to assess the need for any additional anti-abuse rules. 

Congress has previously provided mortgage cancellation tax relief to individuals affected by 
hurricane Katrina. Legislation is currently under consideration that would also provide mortgage 
cancellation relief to individuals in the military. NAR urges Congress to extend this relief to all 
individuals affected by the challenges facing some borrowers in today’s housing market. 

Foreclosure Forbearance and Mitigation. NAR supports legislative, regulatory, and private- 
sector foreclosure avoidance and mitigation efforts. We urge lenders, especially lenders that 
have made loans without considering the ability of the borrower to make payments under the 
loan, to act promptly to help borrowers resolve the problem. Possible steps could include 
recasting the mortgage, forbearance, favorable refinancing, waiving of prepayment penalties, and 
other appropriate tools. Prompt action will almost always be in the best interests of the lender, as 
well. 

NAR also supports increased funding for programs that provide financial assistance, counseling, 
and consumer education to borrowers to help them avoid foreclosure or minimize its impact. We 
also believe that Congress and the regulators should examine alleged abuses by mortgage 
servicers, some of whom are engaging in predatory servicing by imposing unjustified high fees 
on borrowers. These abusive practices can contribute to, or even cause, delinquencies and 
foreclosures. 
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Furthermore, NAR has taken the lead within the industry to partner with the Center for 
Responsible Lending and NeighborWorks® America to create a brochure that can help 
financially stressed consumers having problems paying their mortgage understand their options 
and offer guidance on how to avoid foreclosure. Our foreclosure avoidance brochure is available 
at ww'w.realtor.org/subprime along with additional consumer education tools, including a 
brochure on avoiding the trappings of a predatory loan. 

Future Prevention 

The full impact of this crisis remains to be seen, but with 2.2 million American households 
projected to lose their homes, the National Association of REALTORS® strongly believes that 
legislation must be enacted to prevent a similar disaster from happening again. These 
foreclosures will cost homeowners as much as $ 1 64 billion, primarily in lost home equity.^ 

Responsible Lending Principles. NAR supports a detailed list of protections for consumers in 
the mortgage transaction, which were included in our statement submitted for the July 25, 2007 
House Financial Services Committee hearing entitled, “Improving Federal Consumer Protection 
in Financial Services - Consumer and Industry Perspectives.” In short, NAR strongly believes 
all mortgage originators should: 

• Treat all parties in the transaction honestly and fairly, which is consistent with 
REALTORS®’ responsibilities under NAR’s Code of Ethics. 

• Verify the borrower’s ability to repay the loan, based on all terms, including property 
taxes and insurance, without having to refinance or sell and considering the totality of the 
borrower’s circumstances with some flexibility to accommodate those with unique 
circumstances. 

• Underwrite using a reasonable debt-to-income ratio, making sure borrowers have enough 
residual income after making their monthly mortgage payment, including property taxes 
and insurance, to meet their needs for food, utilities, transportation and other essentials; 

• Generally require that, for subprime loans, the monthly payment include an amount to be 
held by the mortgage servicer in an escrow/reserve/impound account for the payment of 
the borrower’s payment of property taxes and insurance; 

• Underwrite loans based on verified income and assets, with few exceptions; 

• Ensure that any refinanced mortgage provides a significant benefit to the borrower; 

• Eliminate prepayment penalties, or at least make them for the shortest time and the 
lowest amount possible; 

• Consider alternative payment history, such as rent, utilities, and telephone and report 
payment history of borrowers on a monthly basis; 

• Offer a choice of mortgages with interest rates and other fees that reflect the borrower’s 
credit risk; and 

• Face strong penalties for abusive lending acts. 


^ Losing Ground: Foreclosures in the Subprime Market and Their Cost to Homeowners, Center for Responsible 
Lending (December 2006). 
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FHA Reform Legislation, HR 1852, the “Expanding American Homeownership Act of 2007”, 
sponsored by Chairman Barney Frank (D-MA) and Subcommittee Chairman Maxine Waters (D- 
CA) passed the House by a vote of 348-72 earlier this week. The Senate bill is making its way to 
the Floor. We urge you to quickly conference this bill and get it on the President’s desk as soon 
as possible. Without the measure’s reforms - increased loan limits, modified downpayment 
requirements, and streamlined condominium loan program requirements - FHA loans will remain 
inaccessible to many homebuyers and owners, including those who need to refinance out of 
problem loans or are unable to find conventional mortgage financing in today’s markets. 

Conclusion 

Today, our nation faces three challenges in dealing with the aftermath of this year’s mortgage 
turmoil. First, we must help those families threatened with the loss of their homes as the result of 
changing economic conditions and skyrocketing mortgage terms. Second, we must make sure 
that today’s mortgage market turmoil does not spread to the economy as a whole. And, finally, 
we must make the changes necessary to ensure that American families do not face such a 
situation again. Both private industry and the federal government have an important role to play 
in each these challenges. The National Association of REALTORS®stands ready to work with 
you on implementing these most important measures and thanks you for holding this important 
hearing and talcing a vital first step. 



